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THE  SECURITIES  AND  FINANCIAL  MARKETS 


THURSDAY,  MAY  20,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  DC. 

The  subcommittee  met  at  11:15  a.m.,  in  room  SD-538  of  the 
Dirksen  Senate  Office  Building,  Senator  Christopher  Dodd  presid- 
ing. 

OPENING  STATEMENT  OF  SENATOR  PHIL  GRAMM 

Senator  Gramm  [Presiding].  Our  Chairman  is  down  in  the  For- 
eign Relations  Committee  where  one  of  his  bills  is  being  consid- 
ered, so  we  are  going  to  go  ahead  today  and  start  the  hearings  in 
his  absence. 

I  have  our  colleague  from  New  York  here  who  may  want  to  make 
an  opening  statement. 

Let  me  just  say  that  I  appreciate  those  who  have  come  today  to 
talk  to  us  about  America's  financial  markets.  One  of  the  things 
that  has  been  a  key  to  our  economic  success  has  been  our  free  fi- 
nancial markets.  They  are  the  envy  of  the  world.  They  are  a  great 
source  of  economic  prosperity  to  America. 

One  of  my  primary  concerns  is  seeing  that  in  setting  the  environ- 
ment in  which  these  markets  work  we  never  allow  that  environ- 
ment to  become  so  restrictive  that  we  advantage  foreign  markets 
as  compared  to  our  own.  I  think  it  is  vitally  important  that  Amer- 
ica always  be  the  financial  center  of  the  planet.  And  I  am  certainly 
committed  to  that  goal. 

One  of  our  objectives  today  in  holding  the  hearings  was  simply 
to  get  a  report  on  our  markets  and  where  we  are.  I  appreciate  ev- 
erybody coming. 

Senator  D'Amato. 

OPENING  COMMENTS  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  it  is  good  to  see  some  of  our 
friends,  Steve  Friedman  from  Goldman,  Sachs,  John  Sandner,  my 
friend  from  the  Chicago  Mercantile  Exchange,  of  course  Bill  Don- 
aldson from  the  NYSE,  who  are  going  to  be  testifying. 

I  am  anxious  to  hear  from  these  witnesses  how  we  can  be  more 
competitive,  not  only  within  the  United  States  but  in  terms  of  the 
world  markets,  and  what  impediments,  if  any,  we  are  facing,  and 
what  we  should  be  doing  to  deal  with  these  impediments. 

So  I  think  this  is  a  good  idea  to  move  forward  and  hear  from  the 
people  who  know. 

(l) 


Senator  Gramm.  Let  me  also  welcome  Mr.  Hartman,  who  is  from 
NationsBank  in  Texas.  I  have  talked  to  the  heads  of  our  financial 
markets  about  how  they  could  lower  their  overhead  and  improve 
their  efficiency  by  moving  to  Texas. 

[Laughter.] 

But  Mr.  Hartman  is  the  only  one  that  is  there  now.  Mr.  Hart- 
man,  if  I  were  the  real  chairman,  I  would  begin  on  the  right.  But 
I  know  that  Senator  Dodd  would  begin  on  the  left. 

[Laughter.] 

So  let  me  begin  with  you,  Mr.  Donaldson. 

STATEMENT  OF  WILLIAM  H.  DONALDSON,  CHAIRMAN  AND 
CHIEF  EXECUTIVE  OFFICER,  NEW  YORK  STOCK  EXCHANGE, 
NEW  YORK,  NY 

Mr.  Donaldson.  Good  morning,  Mr.  Chairman,  members  of  the 
committee.  I  am  William  H.  Donaldson,  chairman  and  chief  execu- 
tive officer  of  the  New  York  Stock  Exchange. 

We  have  a  rather  eclectic  group  to  my  left  here  who  are  going 
to  talk,  I  am  sure,  from  their  point  of  view  and  individual  exper- 
tise. I  am  going  to  confine  my  remarks  to  equity  markets,  domesti- 
cally and  internationally. 

I  begin  by  saying  we  all  commend  you  for  holding  these  hearings 
at  what  is  a  very  important  time  for  our  equity  markets.  We  are 
now  finding  ourselves  in  the  early  stages  of  a  new  era  of  global 
competition  with  markets  around  the  world  competing  for  suprem- 
acy in  the  trading  of  financial  instruments. 

United  States  equity  markets  are  uniquely  positioned  to  thrive 
in  this  area  of  global  competition.  Nowhere  else  in  the  world  is  con- 
fidence in  equity  markets  and  ownership  of  public  companies  so 
widely  shared. 

Fifty-one  million  Americans  own  stock  in  companies  and  equity 
mutual  funds.  And  more  than  100  million  Americans  participate  in- 
directly, as  beneficiaries  of  pension  and  insurance  funds.  This  rep- 
resents over  60  percent  of  our  Nation's  population. 

Moreover,  individual  holdings  account  for  roughly  50  percent  of 
all  the  shares  of  all  publicly  held  domestic  companies.  This  is  in 
sharp  contrast  to  Great  Britain  and  Japan,  for  example,  where  in- 
dividuals hold  only  about  20  percent  of  the  shares. 

United  States  markets  are  also  unique  in  having  two  complemen- 
tary stock  trading  systems:  The  agency  auction  markets,  such  as 
found  on  the  New  York  Stock  Exchange,  and  the  dealer  market, 
such  as  the  one  that  the  NASD  offers  through  its  over-the-counter 
NASDAQ  system.  Both  of  these  systems  play  important  roles  in 
our  capital  markets. 

In  dealer  markets,  investment  firms  buy  and  sell  for  their  own 
account  from  public  shareholders.  In  contrast,  the  agency  auction 
market  allows  the  direct  competition  of  a  customer  order  to  set  the 
price  of  a  stock.  This  interaction  of  customer  orders  eliminates  the 
unnecessary  cost  of  a  dealer  intermediary  for  over  80  percent  of  the 
shares  traded. 

Both  Congress  and  the  SEC  have  long  recognized  that  this  type 
of  competition  provides  the  fairest  and  most  efficient  price  discov- 
ery process  and  should  be  the  market  structure  used  for  trading 
stocks  with  a  large  investor  base. 


I  would  like  to  just  very  quickly  explore  four  areas  where  I  be- 
lieve that  we  can  enhance  our  global  competitive  position. 

No.  1,  we  must  renew  our  commitment  to  the  agency  auction 
market.  While  both  the  agency  auction  and  dealer  markets  provide 
liquidity  for  investors,  the  foundation  of  the  national  market  sys- 
tem which  was  mandated  by  Congress  is  that,  for  eligible  stocks, 
investors  should  reap  the  unique  benefits  that  the  agency  auction 
market  provides. 

This  policy  recognizes  that  the  purest  form  of  competition  is  the 
competition  among  and  between  orders  in  an  auction  market.  Once 
an  issuer  meets  an  exchange's  listing  requirements  and  lists  its 
stock  on  an  exchange,  investors  buying  and  selling  that  stock 
should,  in  our  view,  always  receive  the  benefits  of  the  agency  auc- 
tion trading  wherever  execution  of  those  orders  may  occur. 

Contrary  to  Congress's  intent,  for  the  last  20  years,  regulatory 
policy  has  focused  on  trying  to  maximize  competition  between  mar- 
kets trading  listed  stocks  rather  than  trying  to  maximize  competi- 
tion amongst  orders.  As  a  result,  regulatory  policy  has  actually  en- 
couraged the  trading  of  listed  securities  in  dealer  markets,  denying 
the  investors  the  benefit  of  the  auction  market. 

Currently,  a  number  of  very  questionable  market  practices  par- 
ticularly threaten  order  interaction  and  the  benefits  that  the  agen- 
cy auction  market  provides  to  investors  in  listed  securities.  For  ex- 
ample, in  stocks  listed  since  April  1979,  broker-dealers  may  trade 
directly  with  their  own  customer  order  flow  without  providing  any 
exposure  of  those  orders  to  other  market  interests.  While  this  inter- 
nalization may  boost  a  broker-dealer's  trading  profits,  it  denies  the 
investor  the  benefits  of  order  interaction. 

Similarly,  some  firms  sell  their  customer  orders  to  dealers  for 
cash,  providing  economic  benefits  to  the  broker  and  the  dealer  at 
the  expense  of  investors. 

If  our  regulatory  policy  tolerates  practices  such  as  these  that 
fragment  the  market  and  put  the  interests  of  intermediaries  ahead 
of  the  interests  of  investors,  I  believe  we  will  undermine  investor 
confidence  and  hamper  our  ability  to  thrive  in  a  global  environ- 
ment. 

No.  2,  we  must  recognize  that  U.S.  investors  now  invest  on  a 
global  basis.  The  issue  is  not  whether  to  encourage  or  discourage 
such  trading,  since  the  move  to  globalize  investment  portfolios  has 
a  momentum  that  cannot  be  stopped.  Rather,  we  need  to  consider 
ways  to  provide  U.S.  investors  trading  the  securities  of  world-class 
foreign  issuers  with  the  same  level  of  protection  they  receive  when 
they  trade  domestic  securities. 

We  believe  that  the  best  way  to  provide  investors  with  this  pro- 
tection is  to  encourage  the  trading  of  these  world-class  stocks  in 
our  world-class  markets  while  continuing  to  provide  U.S.  investors 
with  complete  and  meaningful  financial  information. 

The  long-term  solution  is  to  harmonize  worldwide  accounting 
standards,  and  we  are  working  to  help  do  that.  However,  in  the  in- 
terim, we  favor  a  system  of  global  recognition  of  accounting  stand- 
ards of  developed  nations  coupled  with  additional  protections  im- 
posed by  markets  to  alert  investors  to  the  unique  issues  involved 
in  trading  foreign  securities. 


If  we  fail  to  address  this  pressing  issue,  we  run  the  risk  of  the 
U.S.  markets  as  a  whole  being  viewed  as  a  regional  market  for  the 
rest  of  the  world,  restricted  to  trading  our  local  U.S.  securities. 

No.  3,  we  must  consider  the  effect  that  the  explosive  growth  of 
derivative  products  and  trading  strategies  is  having  on  our  capital 
markets.  For  example,  some  investors  increasingly  seek  generalized 
market  returns  and  do  not  concern  themselves  with  the  fundamen- 
tals of  particular  stocks.  However,  we  do  not  yet  understand  the  ef- 
fect of  this  practice  on  liquidity  in  the  public  stock  market  or,  for 
that  matter,  on  the  whole  capital  raising  process. 

In  addition,  we  need  to  consider  the  effects  of  derivative  products 
and  market  volatility,  and  the  systemic  risks  that  unregulated 
trading  in  these  over-the-counter  products  pose  to  our  capital  mar- 
kets. 

No.  4,  our  ability  to  compete  internationally  is  impaired  if  our 
largest,  most  efficient,  and  best  capitalized  markets  are  subject  to 
unnecessary  regulatory  obstacles  when  responding  to  competitive 
challenge.  In  this  regard,  it  is  unfortunate  that  while  the  SEC  has 
found  flexibility  to  allow  startup  trading  systems  to  begin  oper- 
ations unencumbered  by  full  regulatory  review,  our  strongest  and 
most  established  markets  are  subject  to  regulatory  requirements 
that  can  delay  the  approval  of  even  simple  new  systems  for  months 
or  even  years. 

The  elimination  of  this  inconsistency  by  regulatory  authorities, 
so  that  the  procedures  governing  approval  of  exchange  rule  filings 
do  not  stifle  innovation  or  limit  the  ability  of  established  markets 
to  compete,  would  enhance  U.S.  capital  markets. 

Mr.  Chairman,  members  of  the  committee,  I  thank  you  for  the 
opportunity  to  express  my  views,  and  the  opportunity  to  file  a  writ- 
ten statement  which  elaborates  on  these  remarks.  And  I  would  be 
happy  to  respond  to  any  questions. 

Thank  you. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd  [Presiding].  Thank  you  very  much,  Bill.  Let  me 
apologize  to  my  colleagues  and  witnesses  here.  I  gather  my  friend 
from  Texas  explained  the  reason  I  was  a  couple  of  minutes  late.  I 
was  in  the  middle  of  a  markup  and  thought  it  would  be  over  with 
a  little  before  11  a.m. 

I  am  going  to  ask  your  indulgence  to  make  an  opening  statement, 
Jack,  before  we  get  to  your  testimony.  I  want  all  of  you  to  know 
how  deeply  grateful  I  am  to  you  for  being  here. 

This  is  a  different  kind  of  a  hearing.  We  are  not  dealing  with  a 
specific  piece  of  legislation  or  individual  pieces,  but  rather,  are  try- 
ing to  get  an  overview  of  some  broad  issues.  I  thought  it  would  be 
helpful  for  the  subcommittee  and  the  full  committee. 

Senator  Riegle,  the  chairman  of  the  full  committee  will  not  be 
able  to  join  us  this  morning.  The  nomination  of  Roberta  Achtenberg 
as  an  Assistant  Secretary  of  Housing  and  Urban  Development  is 
pending  before  the  full  Senate.  Because  it  has  not  been  possible  to 
secure  a  time  agreement  for  the  debate  on  that  nomination,  Chair- 
man Riegle  must  be  on  the  Senate  floor.  At  his  request,  his  pre- 
pared statement  will  be  made  part  of  the  hearing  record. 


Shortly,  we  are  going  to  have  Arthur  Levitt  before  us  as  a  nomi- 
nee. What  sort  of  questions  should  we  be  asking?  What  should  the 
agenda  of  this  Congress  and  the  administration  be?  We've  got  the 
reauthorization  of  the  SEC  coming  up.  What  issues  would  you  like 
us  to  look  at? 

So  it's  really  an  opportunity  for  those  of  you  at  this  table  today 
to  give  us  your  thoughts  and  guidance;  Bill,  you  have  already  told 
us  the  direction  you  would  like  to  see  us  move  in. 

Phil  and  I  leaned  over  to  each  other  here  privately.  I  think  both 
of  us  are  in  strong  agreement  on  the  point  you  raised  on  the  inter- 
nationalization of  these  markets.  You  raised  the  problem  of  the  ac- 
counting issues  that  have  to  be  dealt  with.  That  suggestion  is  help- 
ful to  us  here  today. 

I  am  deeply  grateful  to  all  of  you  for  being  here.  This  is,  as  I 
said,  a  general  oversight  hearing,  and  we  want  to  cover  a  range  of 
issues  here  this  morning. 

There  is  no  specific  legislation,  but  we  hope  to  lay  the  ground- 
work for  future  actions  by  the  subcommittee  and  the  full  commit- 
tee. 

We  also  need  to  respond  to  a  number  of  major  studies  of  the  fi- 
nancial markets,  some  of  which  already  have  been  completed,  some 
of  which  will  be  completed  later  this  year.  They  include  the  SEC's 
Market  2000  study  which  is  expected  later  this  year,  the  SEC's 
study  of  the  Investment  Company  Act,  which  was  released  last 
year,  studies  by  the  SEC,  the  CFTC,  and  the  GAO,  and  by  the 

froup  of  30,  and  others,  examining  the  regulation  of  swaps  and  hy- 
rid  financial  instruments,  all  expected  to  be  released  sometime  in 
the  next  several  months. 

Of  course,  there  are  the  ongoing  discussions  about  the  need  for 
regulatory  consolidation,  and  I  presume  we  are  going  to  hear  some- 
thing about  that  very  shortly  from  you  this  morning,  Mr.  Sandner, 
there  are  efforts  to  determine  if  we  can  better  rationalize  the  regu- 
latory system  for  banks,  securities  firms,  futures  markets,  and 
other  participants  in  our  financial  system. 

The  driving  force  behind  all  of  these  efforts  is,  of  course,  change 
in  our  financial  markets.  Change  in  response  to  market  forces, 
change  in  response  to  business  and  investor  demand,  change  made 
possible  by  technology. 

Today's  financial  markets  have  the  capacity  for  greater  volume, 
the  capacity  for  greater  velocity,  the  capacity  for  greater  innova- 
tion, and  of  course  the  capacity  for  greater  risk.  There  is  the  tend- 
ency to  fear  change,  to  resist  change,  and  to  overregulate  change. 
I  would  suggest  that  while  these  may  be  understandable  responses, 
my  strong  opinion  is  we  should  embrace  change  as  a  vital  part  of 
this  country's  competitive  edge  and  our  leadership  in  the  world 
economy. 

A  vibrant  financial  service  sector  is  absolutely  essential  to  our 
international  competitiveness.  We  need  banks  with  the  ability  to 
lend,  we  need  securities  firms  with  the  ability  to  raise  capital,  and 
we  need  money  managers  with  the  ability  to  collect  funds  from  mil- 
lions of  investors  and  direct  those  funds  to  useful  purposes. 

We  need  markets  that  are  fair  and  efficient  and  that  provide  a 
meeting  place  for  buyers  and  sellers,  and  we  need  market  profes- 
sionals who  are  creative,  innovative,  and  principled. 


We  have  asked  all  of  you  here  this  morning  as  a  very  distin- 
guished panel  of  witnesses  to  talk  about  the  major  developments 
in  the  financial  markets,  and  to  identify  for  us  what  you  believe 
should  be  the  priorities  of  the  administration  and  the  Congress. 

Mr.  Donaldson,  whom  we've  already  heard  from,  is  chairman  of 
the  New  York  Stock  Exchange,  the  largest  exchange  in  the  United 
States.  The  New  York  Stock  Exchange  has  provided  a  fair  and  liq- 
uid market  for  securities  of  our  Nation's  largest  corporations,  and 
we  welcome  you  back  to  this  committee,  Bill,  and  thank  you  for 
being  here  this  morning. 

Mr.  Sandner  is  the  chairman  of  the  Chicago  Mercantile  Ex- 
change, one  of  the  largest  and  most  innovative  futures  exchanges 
in  the  world.  We  appreciate  your  coming  here  this  morning,  Jack, 
to  be  part  of  these  discussions.  Certainly,  we  appreciate  as  well 
some  of  the  very  creative  and  thoughtful  ideas  that  you've  raised 
and  that  we've  had  a  chance  to  talk  about  recently  at  a  conference 
in  Florida. 

Mr.  Friedman,  we  welcome  you  here  this  morning.  You're  a  sen- 
ior partner  of  Goldman,  Sachs.  And  I  don't  want  to  get  into  any 
trouble  with  any  of  our  other  friends  on  Wall  Street,  but  I  would 
note  that  Institutional  Investor  Magazine  ranked  Goldman  as  the 
top  underwriter  in  1992.  Goldman  is  a  firm  on  the  cutting  edge  of 
financial  technology,  and  I  am  sure  you  will  have  a  great  deal  to 
offer  us  this  morning  as  well. 

I  understand  this  is  your  first  day  back  in  the  country  after  2 
weeks,  and  I  think  we're  all  especially  grateful  to  anybody  who 
would  go  through  jet  lag  and  then  appear  before  this  committee. 
We  will  factor  that  into  the  questioning  here  this  morning  for  you. 

[Laughter.] 

Mr.  Riepe  is  the  managing  director  of  T.  Rowe  Price  Associates, 
and  a  former  Chairman  of  the  Investment  Company  Institute.  Mu- 
tual funds,  as  we  all  know,  are  the  fast  growing  segment  of  our  fi- 
nancial services  industry.  Mr.  Riepe  has  offered  excellent  testimony 
and  suggestions  about  what  we  need  to  do  to  protect  investors  in 
this  rapidly  changing  environment. 

Mr.  Hartman  is  vice  chairman  of  NationsBank  Texas.  Obviously, 
we  can't  talk  about  securities  issues  without  talking  about 
NationsBank,  one  of  the  fastest  growing  bank  holding  companies, 
and  one  that  is  gaining  a  major  presence  in  the  securities  market 
and  the  futures  markets  as  well. 

So  we  thank  all  of  you  for  being  here. 

I  want  to  stress  the  point  I  made  earlier.  There  is  some  disagree- 
ment, not  so  much  here  on  this  subcommittee  or  even  in  this  full 
committee,  but  there  is  some  disagreement  here  on  Capitol  Hill 
about  the  notion  of  change  and  whether  or  not  we  allow  the  indus- 
try to  do  the  job  that  has  to  get  done  if  this  economy  is  going  to 
grow  ?nd  prosper. 

Every  time  you  see  a  bit  of  change,  you  don't  have  to  regulate 
it,  but  rather,  give  it  a  chance  to  develop.  If  we  don't,  I  think  we 
make  a  tragic  mistake. 

Again,  I  appreciate  your  presence  here  this  morning.  I  know  that 
you  are  all  very  busy  people.  But  I  think  it  is  an  invaluable  service 
to  this  committee  and  to  the  Congress  and  to  the  American  public 
that  you  are  willing  to  come  here  this  morning  and  to  generally 


share  ideas  and  thoughts  about  the  direction  that  we  should  be 
heading  in. 

With  that,  Bill,  we  thank  you  for  your  testimony. 

Jack,  we  appreciate  your  tolerance  allowing  me  to  step  in  here 
ahead  of  you. 

STATEMENT  OF  JOHN  F.  SANDNER,  CHAIRMAN,  CHICAGO 
MERCANTILE  EXCHANGE,  CHICAGO,  IL 

Mr.  Sandner.  Thank  you  very  much,  Mr.  Chairman.  And  thank 
you,  Senator  Gramm  and  Senator  D'Amato.  I  am  deeply  grateful 
that  you  have  given  us  this  opportunity,  this  forum,  platform,  to 
express  to  all  of  you  the  Chicago  Mercantile  Exchange.  You  have 
heard  it  from  Bill  and  I  suspect  you  will  hear  it  from  the  other  dis- 
tinguished witnesses  on  this  panel.  Our  concern  for  our  own  insti- 
tutions, but  our  concern  for  America  and  its  financial  competitive 
posture  in  the  world,  we  need  forums  like  this  to  present  the  case. 

We  know  you  are  very,  very  busy,  so  we  are  delighted  and  deeply 
grateful  to  you  for  giving  us  this  opportunity.  It  is  a  hearing  that 
is  really  long  overdue. 

The  regulatory  morass  that  is  out  there  is  being  written  about 
almost  on  a  daily  basis.  I  just  noticed  in  the  clips  an  article  in  the 
Washington  Post  that  it's  almost — entitled  for  banks  overseers 
seem  abundant.  Banks  face  regulatory  morass.  The  papers,  the 
media,  are  loaded  with  suggestions  of  regulatory  gridlock  and  over- 
regulation  in  the  financial  services  industry. 

There  have  been  many,  many  false  starts  to  attempt  to  deal  with 
this  problem.  There  have  been  many  subtle  approaches,  oblique  ap- 
proaches, but  none  of  them  really  face  the  issue  head-on.  This  is 
a  nonpartisan  issue  and  it  should  stay  a  nonpartisan  issue. 

President  Bush  in  his  State  of  the  Union  address,  his  last  one, 
talked  about  stopping  regulation  in  this  country.  He  was  crying 
out,  because  he  realized  what  the  problem  was.  But  that  really 
didn't  stop  regulation.  He  reaffirmed  that  commitment  maybe  100 
days  later,  stop  regulation. 

On  the  other  side  of  the  equation,  Senator  Kerry  and  Senator 
Lieberman  are  trying  to  have — on  the  legislative  side — trying  to 
have  some  sort  of  a  streamlining  bill.  Chairman  Gonzalez  on  the 
House  side  is  talking  about  doing  something  on  banking. 

Everybody  is  talking  about  it,  but  nobody  is  truly  addressing  it 
head-on.  This  is  the  first  committee,  I  think,  that  has  said  let's 
bring  forth  the  people  involved  not  in  one  particular  industry,  but 
someone  from  just  about  all  branches  of  the  financial  services  in- 
dustry in  the  United  States  of  America  and  let's  see  what  they 
have  to  say.  We  are  deeply  grateful  for  that  opportunity.  We  are 
all  trying  to  respond  to  a  problem,  and  it  really  hasn't  been  clearly 
defined. 

But  the  financial  services  regulatory  structure  is  broken.  That's 
the  problem  we're  trying  to  address.  And  everybody  is  saying  we've 
got  to  fix  it  somehow.  But  I'm  here  to  tell  you  when  I  think  long 
and  hard  about  it  fixing  it  connotes  something  that  sort  of  mends 
something,  amends  something,  creates  an  addendum  and  jury  rigs 
a  situation. 

I  am  here  to  tell  you  that  I  believe,  and  these  charts  indicate — 
to  your  left,  Mr.  Chairman — that  the  regulatory  structure  of  the 
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United  States  of  America  in  financial  services  needs  more  than  just 
a  quick  fix.  It  needs  to  be  razed — I  don't  mean  r-a-i-s-e-d,  I  mean 
r-a-z-e-d.  Virtually  all  financial  services  parts  of  the  industry,  and 
all  participants  and  constituents  on  two  basic  issues  that  the  regu- 
latory structure  produces  massive  duplication,  costly  and  inefficient 
regulation,  micromanagement  of  the  agencies  over  the  institutions, 
and  an  adversarial  mind  set  for  some  reason. 

We  are  not  here  to  point  fingers.  That's  just  the  way  it  happens 
to  be  in  the  United  States  of  America  today.  And  just  about  every- 
body in  our  industry  and  in  the  financial  services  industry  will 
agree  with  that  basic  premise  in  different  levels  of  it. 

Second,  something  that  everyone  agrees  to  is  that  the  American 
financial  industry  and  the  American  financial  market  institutions 
and  places,  it's  becoming  increasingly  difficult  to  compete  in  a  glob- 
al world.  And  we  look  back  and  we  say,  well,  how  did  this  happen 
and  how  is  it  happening  this  way? 

When  you  go  back  and  rewind  the  tape,  you  take  a  look  and  you 
take  a  look  at  securities  regulation.  That  was  born  in  the  Great  De- 
pression with  massive  bank  failures.  The  banking  regulation  was 
born  during  very  difficult  times,  50  or  60  years  ago. 

The  futures  regulation  was  born  20  years  ago,  25  years  ago,  as 
we  know  it  today,  for  markets  that  were  agricultural  markets.  We 
didn't  know  about  financial  futures  and  options  and  derivatives  at 
that  point  in  time.  So  the  layers  of  regulation  in  the  core  model 
were  developed  years  ago  when  the  world  was  entirely  different. 
Banks  did  banking,  securities  institutions  did  securities,  financial 
institutions  were  defined  as  institutions  and  they  did  defined,  dis- 
tinct functions.  They  no  longer  do  that  today. 

The  market  back  then  was  retail.  It  was  domestic.  It  was  rel- 
atively small.  And  it  was  technologically  inept.  Today,  the  market 
is — and  you've  said  it  very,  very  well,  Senator  Dodd — the  market 
is  global;  it  is  not  domestic.  It  is  not  retail  any  longer;  it  is  institu- 
tionally driven.  And  "small"  isn't  even  a  word  that  should  be  used 
in  relation  to  the  financial  services  industry.  It  is  enormous. 

In  technology,  it  is  technology  extraordinaire.  And  it  keeps  grow- 
ing in  leaps  and  bounds  of  technological  efficiencies  and  the  speed 
at  which  information  travels. 

But  what  is  most  significant,  the  functions  that  these  institutions 
are  performing  in  America  are  no  longer  distinct  and  able  to  be  de- 
fined. The  functions  are  overlapping  into  all  sorts  of  other  institu- 
tionally driven  places.  So  the  functions  that  are  being  performed 
are  no  longer  distinct.  That  is  very,  very  important  when  we  look 
at  what's  wrong  with  the  regulatory  model  today,  because  it  regu- 
lates institutions  and  not  what  the  institutions  do. 

The  functions  are  blurred.  You  said  it  very,  very  clearly.  I  was 
delighted  to  read  this.  It's  the  first  time  I've  really  read  this  kind 
of  a  statement  from  the  Senate.  And  I  was  just  excited  when  I  read 
your  letter,  Senator  Dodd  and  Senator  Gramm,  to  me  inviting  me 
here.  In  the  last  paragraph  on  the  first  page  where  it  says: 

In  recent  years,  advances  in  information  and  communications  technology  have 
spawned  dramatic  changes  in  what  is  now  a  global  financial  community.  Distinc- 
tions among  securities  futures,  banking  and  insurance  industries  have  become 
blurred  as  a  result  of  financial  innovation  and  the  growth  of  the  multiservice  finan- 
cial firms.  Borders  and  distances  are  reduced  if  not  eliminated,  as  markets  increas- 
ingly are  global  in  scope  and  depth.  The  growth  of  risk-shifting  instruments  and 


customized  financial  products  developed  by  U.S.  markets  and  firms  are  the  cutting 
edge  of  financial  innovation  today. 

No  one  could  say  it  better  than  that.  And  what  we  have  done, 
and  I  think  back  to  my  old  neighborhood  where  I  grew  up  on  the 
southeast  side  of  Chicago  in  the  steel  mill  area.  Everybody  had 
their  home.  There  were  some  families  that  became  very  prosperous. 
But  they  didn't  want  to  move  from  the  security  blanket  of  the 
neighborhood.  And  they  had  a  small  foundation.  A  four-room  house 
was  built,  because  they  became  more  prosperous  and  had  more 
children  and  had  more  money.  They  started  to  build  on  and  they 
built  on  and  they  built  on.  It  was  no  longer  a  four-room  home,  it 
was  a  12-  room  home,  12-room  home,  with  a  bathroom  here.  They 
had  plumbers,  electricians,  and  they  kept  building. 

Finally,  this  big,  magnificent  home  was  on  a  foundation  that  they 
had  to  amend,  torture,  try  to  fix  to  hold  that.  Ultimately  the  Build- 
ing Department  came  in  and  condemned  the  house  and  razed  it. 

I  am  here  to  tell  you  that  the  same  thing  has  to  be  done  here 
because  the  core  model  of  financial  regulation  built  on  institutional 
regulation,  the  core  model  is  like  the  foundation  of  that  four-room 
house.  It  no  longer  can  hold  the  house  that's  sitting  on  it,  and  it's 
got  to  be  razed. 

The  core  model  is  wrong.  It  is  belching,  it  is  breathing  heavily, 
and  it  is  laboring  to  try  to  cope  with  the  financial  services  industry 
as  it  is  today.  The  result  is  an  unwieldy  amount  of  regulation,  un- 
conscionable mountains  of  it,  protecting  turf,  micromanagement, 
duplication,  and  audits,  enforcement,  compliance,  on  and  on  and 
on.  It  is  a  lose,  lose,  lose  proposition  for  the  private  sector,  for  the 
taxpayer  of  America,  and  for  our  individual  pockets. 

It  reminds  me — this  isn't  mine,  but  somebody  said  this  to  me 
when  they  were  arguing  with  me  on  a  point  and  trying  to  convince 
me  how  right  they  were  and  how  I  believed  they  were  right. 

He  said,  it  reminds  me  of  you  going  into  a  football  game  against 
the  Dallas  Cowboys,  or  maybe  the  Washington  Redskins,  with  no 
padding,  leather  helmets,  and  Amos  Alonzo  Stagg's  playbook.  You 
can't  win;  it's  a  lose-lose  proposition. 

When  you  go  back  and  say  well,  the  market  is  global,  it's  no 
longer  domestic,  you  look  at  our  exchange  as  an  example  of  that. 
Twenty  years  ago  we  didn't  know  about  financial  futures.  We  have 
grown  exponentially  over  20  years. 

Ten  years  ago,  every  clearing  member  of  the  Meryl  Lynches, 
Smith  Barneys,  Goldman  Sachs,  they  were  all  domiciled  in  the 
United  States  of  America.  We  had  90  clearing  members.  They 
brought  the  business  to  Chicago.  They  brought  the  business.  The 
markets  that  we  traded  were  Eurodollars,  D-marks,  Swiss  francs, 
Japanese  yen.  They  don't  belong  in  Chicago;  why  the  hell  are  they 
in  Chicago?  Eurodollars  belong  in  London,  D-marks  belong  in 
Frankfurt,  the  yen  belongs  in  Tokyo.  They're  at  the  Chicago  Mer- 
cantile Exchange. 

But  we  didn't  have  a  clearing  member  of  our  exchange  that  was 
outside  North  America.  In  addition,  there  wasn't  one  exchange,  an 
engine  for  trade  like  ours,  outside  North  America. 

Fast  forward  from  10  years  ago  to  today.  There's  30  exchanges 
like  ours  outside  North  America.  The  third  largest  exchange  in  the 
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world  is  in  London,  the  London  International  Futures  Exchange.  It 
is  an  engine  of  trade  to  be  marveled  at. 

Last  year  in  only  about  their  eighth  year  of  development,  they 
traded  more  than  the  Chicago  Mercantile  exchange  and  Board  of 
Trade  together  on  five  singular  days,  and  they  have  copied  our 
markets.  They  have  our  Eurodollar  market,  which  is  the  biggest 
market  in  the  world  today.  It  trades  $300  billion  a  day  in  that  mar- 
ket. 

Our  exchange  trades  approximately  $60  trillion  a  year  in  no- 
tional value.  Sixty  percent  of  it  comes  from  offshore.  Ninety  clear- 
ing firms  we  had  10  years  ago.  Not  one  outside  North  America. 
Ninety  clearing  firms  we  have  today,  45  percent  of  them  are  out- 
side of  North  America.  The  Normeers,  the  Mitsuas,  the 
Mitsubishis,  the  Nikkos,  the  Diwas,  and  the  giants  of  Europe,  they 
are  at  our  exchange.  They  have  no  allegiance  to  the  United  States 
of  America.  They  are  domiciled  elsewhere. 

Eurodollar  has  no  allegiance  to  Chicago,  IL,  in  the  United  States 
of  America.  They  can  move  in  a  nanosecond.  Their  allegiance  is  to 
the  bottom  line.  And  if  we  become  globally  noncompetitive  because 
of  regulatory  morass  and  regulatory  gridlock,  we  can  lose  these 
markets  and  there  will  be  nothing  to  regulate. 

So  what  I  am  asking  all  of  you  to  do,  and  that's  why  I  am  deeply 
grateful  to  be  here,  to  give  me  an  opportunity  to  express  to  you, 
and  I  was  so  encouraged  when  I  saw  your  letter  to  me  expressing, 
I  felt,  the  same  views  that  I  had,  that  something's  got  to  be  done. 

This  model  that's  up  here  addresses  it  on  a  functional  way,  not 
in  an  institutional  way.  It  is  no  longer  what  the  institution  does, 
that  the  institution  should  be  regulated  as  an  institution.  It's  what 
the  functions  are  that  should  be  regulated.  So  you  go  from  the  left 
to  the  right.  And  I  won't  be  able  to  go  through  it  because  I  don't 
have  the  time.  But  that's  the  regulatory  structure  as  it  is  today  on 
the  left. 

On  the  right  is  functional  regulation  and  it's  aesthetically  beau- 
tiful. But  if  you  go  into  the  substance,  it's  also  intellectually  beau- 
tiful. 

[Laughter.] 

I  entreat  you  to  really  take  the  time  to  study  that  model,  because 
it  works.  And  if  you  play  with  that  model  and  you  make  a  few 
changes,  it  will  still  work.  But  if  you  change  the  core  reason  for 
that  model,  i.e.,  functional  regulation,  regulate  what  people  do  and 
not  what  they're  called,  we  will  be  a  hell  of  a  lot  better  off  in  this 
country.  We  will  be  able  to  compete  globally,  and  the  success  of  a 
product  in  the  United  States  of  America  will  be  driven  by  economic 
competition  and  not  by  regulatory  turf  battles  and  where  is  the 
least  forum  to  go  to  trade,  because  the  least  forum  will  be  the  out- 
side of  the  United  States  of  America  and  will  go  like  lightning 
speed  and  trade  there. 

Thank  you  very  much. 

Senator  Dodd.  Jack,  you're  going  to  have  to  let  me  know  some 
day  how  you  really  feel  about  this  issue. 

[Laughter.] 

I  mean,  this  sort  of  milktoast  attitude  that  you  have  about  these 
things 
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Mr.  Sandner.  They  gave  me  my  pills  this  morning.  They  were 
Dahli  Lama  pills.  They  didn't  work. 

Senator  D'Amato.  That  was  Latin  passion,  I'm  telling  you. 

Senator  Dodd.  I'll  tell  you,  a  good  job,  an  excellent  job.  Now  you 
see  what  an  easy  job  you've  got  after  that. 

Senator  Faircloth.  I  think  he  should  have  run  against  Carol 
Moseley-Braun. 

Mr.  Sandner.  She's  my  friend.  I  was  hoping  she  would  be  here 
today.  She's  doing  an  outstanding  job  for  Illinois  as  a  Senator,  I 
will  tell  you. 

Senator  Dodd.  She  will  appreciate  you  saying  that,  too. 

Mr.  Sandner.  Can  you  get  that  on  the  record  and  send  it  home? 

Senator  Dodd.  Yes,  I  did  already. 

[Laughter.] 

Senator  Dodd.  I  will  also  send  her  a  copy  of  what  my  colleague 
from  North  Carolina  just  said. 

[Laughter.] 

When  his  amendment  comes  up,  she'll  want  to  know  that. 

Mr.  Friedman. 

STATEMENT  OF  STEPHEN  FRIEDMAN,  SENIOR  PARTNER, 
GOLDMAN,  SACHS  &  COMPANY,  NEW  YORK,  NY 

Mr.  Friedman.  Thank  you,  Mr.  Chairman.  I  am  Steve  Friedman, 
senior  partner  and  chairman  of  Goldman,  Sachs. 

I  appreciate  the  opportunity  to  be  here.  Based  on  Senator 
Gramm's  remarks  and  your  own  opening  remarks,  Senator  Dodd, 
we  are  very  much  in  agreement. 

My  comments  are  going  to  be  general,  nontechnical  and  from  a 
global  perspective. 

As  Senator  Gramm  said,  the  capital  markets  here  in  the  United 
States  are  the  best  in  the  world.  It  is  crucial  to  maintain  this  lead. 
The  capital  markets  here  are  deeper,  more  liquid  and  operate  more 
efficiently  than  anywhere  else.  I  will  omit  the  abundant  examples 
that  I  have  in  my  submitted  text. 

The  system  operates  with  a  very  high  degree  of  integrity  and  effi- 
ciency. Only  a  tiny  percentage  of  trades  ever  fail  under  the  system. 
A  huge  investment  has  been  made  in  technology  to  enable  the  in- 
dustry to  perform  its  traditional  function  as  capital  markets 
intermediary.  That  is,  the  industry  acts  as  a  pipeline  between  the 
sources  of  funds  or  the  investors  on  one  hand,  and  the  users  of 
funds  or  those  with  the  productive  need  for  capital. 

This  efficiency  is  reflected  in  many  ways.  First,  the  capital  mar- 
kets in  the  U.S.  dominate  financial  flows  as  compared  to  depository 
institutions.  There  are  numerous  statistics  in  my  submitted  text  to 
show  the  importance  of  our  capital  markets  relative  to  those  of 
other  countries. 

Second,  the  cost  of  intermediation,  the  difference  between  what 
borrowers  pay  and  what  investors  receive,  is  low  in  the  capital 
markets.  It  is  narrowing  even  further  as  technology  advances. 

To  give  one  simple  example  in  the  commercial  paper  market,  the 
costs  associated  with  distribution  are  only  5  to  10  basis  points 
today,  down  from  10  to  15  basis  points  15  years  ago.  United  States 
and  foreign  corporations  can  raise  capital  here  in  the  United  States 
more  easily  than  anywhere  else  in  the  world. 
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Now  the  benefits  to  the  United  States  of  such  deep,  liquid  and 
efficient  capital  markets  are  very  substantial.  I  don't  want  to  mini- 
mize the  problems  our  economy  faces  from  our  macroeconomic  ills 
such  as  the  Federal  budget  deficit  and  our  low  savings  rate  as  com- 
pared to  competitor  nations.  These  will  continue  to  affect  our  na- 
tional productivity  and  competitiveness  in  a  negative  way. 

However,  we  have  somewhat  mitigated  these  problems  through 
an  efficient  capital  market  that  continues  to  whittle  down  the  cost 
of  intermediation.  This  benefits  us  all  from  as  simple  a  thing  as 
lower-cost  mortgages  to  increased  investment  in  industry,  which 
stimulates  productivity  and  a  rising  standard  of  living. 

The  positive  contribution  from  a  vibrant  capital  market  can  be 
traced  in  part  to  a  number  of  far-sighted  regulatory  and  legislative 
approaches  which  fall  under  the  jurisdiction  of  this  committee.  The 
first  is  the  fundamental  policy  choice  made  by  the  1933  and  1934 
Securities  Acts  to  regulate  the  market  by  requiring  full  disclosure 
about  issuers. 

American  regulatory  agencies  don't  certify  the  soundness  of  the 
securities  being  sold,  the  wisdom  of  investing  in  them,  nor  do  they 
restrict  the  number  of  firms  allowed  to  offer  securities,  or  otherwise 
ration  access  to  markets. 

Our  approach  fosters  competition  and  encourages  U.S.  securities 
firms  to  innovate  and  respond  rapidly  to  client  needs  with  new  fi- 
nancial products.  As  a  result,  U.S.  futures  options  and  swaps  mar- 
kets are  the  most  sophisticated  in  the  world. 

Such  laws  as  the  Government  Securities  Act,  which  provide 
transparency  and  recordkeeping  requirements  in  the  Government 
bond  market,  are  healthy  for  the  marketplace  in  our  view.  We  have 
disclosure  protections  for  investors,  which  in  my  view  will  increas- 
ingly become  the  world  standard. 

Second,  our  industry's  strength  is,  in  large  part,  a  consequence 
of  Glass-Steagall.  Now  is  not  the  time  for  a  defense  of  that  act,  but 
I  do  want  to  note  that  in  our  view  Glass-Steagall  has  contributed 
to  the  growth  and  vitality  of  the  American  capital  markets  and  has 
allowed  many  of  the  intensely  competitive  markets  to  flourish  in 
very  innovative  ways  that  would  not  have  been  possible  under  a 
different  form  of  regulation. 

Ease  of  entry  into  the  market,  ease  of  introduction  of  new  prod- 
ucts, ability  to  restructure  as  needed,  and  extremely  vigorous  com- 
petition have  generated  the  benefits  our  customers  enjoy  and  made 
the  U.S.  investment  banking  industry  one  of  our  country's  competi- 
tive successes  overseas. 

A  third  factor  spurring  securities  industry  development  has  been 
the  intense  discipline  imposed  by  the  marketplace.  The  securities 
industry's  assets,  liabilities,  and  capital  are  marked  to  market. 
Firms  that  encounter  difficulties  are  not  bailed  out  by  regulators 
or  by  the  Government  because  owners  rather  than  taxpayers  are 
the  ultimate  risk  takers  in  securities  firms.  Thus,  the  regulatory 
environment  has  been  able  to  promote  intense  competition  and  in- 
novation. 

This  is  certainly  not  a  call  for  no  regulation.  The  capital  markets 
depend  upon  an  orderly  market  with  an  agreed-upon  set  of  rules 
whose  integrity  is  assured  and  whose  participants  can  be  relied  on. 
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Markets  need  regulation  just  as  a  community  needs  a  cop  on  the 
beat  to  ensure  its  tranquility. 

I  just  want  to  stress  that  the  nature  of  that  regulation  is  vitally 
important  and  should  accommodate  the  marketplace  of  the  1990's. 
We  need  a  regulatory  structure  that's  built  for  the  fast-moving, 
volatile  world  of  today.  What  we  currently  have  is  duplicative, 
overlapping,  costly,  and  confusing.  It  isn't  at  the  cutting  edge  of  the 
latest  financial  thinking. 

Policies  concerning  securities  firms  should  continue  to  rely  on  the 
principles  of  market  discipline,  with  due  regard  for  the  safety  of 
the  marketplace,  as  well  as  disclosure,  integrity,  and  sound  record- 
keeping. Rigid  and  excessive  regulation  will  simply  push  business 
outside  the  United  States. 

I  would  like  now  to  turn  to  the  international  securities  markets. 
It  is  important  that  restrictions  on  the  free  movement  of  capital 
continue  to  be  dismantled  and  that  foreign  markets  be  further 
opened  to  U.S.  investors,  borrowers,  and  securities  firms.  Healthy 
global  capital  markets  benefit  us  in  many  ways. 

For  example,  international  capital  flows  have  helped  to  finance 
the  U.S.  budget  deficit.  Foreign  investment  helps  to  mitigate  the 
serious  adverse  effects  on  investment  of  our  low  rate  of  domestic 
savings. 

Last  year,  U.S.  corporations  raised  almost  $8  billion  in  equity 
abroad.  Global  capital  markets  allow  individual  and  institutional 
investors,  such  as  pension  funds,  to  reduce  risk  and  increase  return 
by  diversifying  their  portfolios. 

The  U.S.  securities  industry  has  pioneered  the  development  of 
global  capital  markets.  I  have  many  examples  in  my  written  state- 
ment. I  will  note  that,  as  State-owned  industries  from  around  the 
world  have  been  privatized  and  sold  to  investors,  U.S.  securities 
firms  have  been  chosen  in  disproportionately  large  numbers  to  ad- 
vise in  their  privatization  and  take  the  lead  in  selling  their  stock 
to  the  public. 

I  do  not  say  this  in  a  spirit  of  complacency.  Competition  around 
the  world  is  brutally  tough.  However,  in  the  United  States  it  is 
tough  in  a  positive  way  as  we  compete  on  the  basis  of  openness, 
service,  creativity,  and  price.  And  the  U.S.  markets  admirably  pre- 
pare our  firms  when  we  go  head-to-head  with  foreign  competition. 

As  Senator  Dodd  said  earlier,  we  do  have  a  competitive  edge  in 
this  area  and  we  certainly  ought  to  do  everything  we  can  to  main- 
tain it  by  pushing  for  openness  in  the  world  financial  markets.  The 
benefits  to  the  United  States  of  a  leadership  role  within  the  inter- 
national capital  markets  are  manifold.  We  are  a  vibrant  exporter 
of  financial  services  and  we  would  strongly  urge  that  this  commit- 
tee and  the  administration  continue  to  press  both  for  liberalization 
of  the  international  capital  markets  and  for  a  set  of  rules  in  those 
markets  wherein  U.S.  firms  can  compete  fairly  and  openly. 

In  closing,  I  would  like  to  say  that  we  believe  that  it's  fundamen- 
tal to  our  industry's  continued  success  and  vital  for  the  industry 
generally  for  the  U.S.  capital  markets  to  be  at  the  forefront  of 
eliminating  the  barriers  to  trade  everywhere. 

The  committee  will  soon  consider  NAFTA.  A  practical  application 
of  NAFTA  would  be  that  our  firm  could  open  a  full  scale  invest- 
ment banking  office  in  Mexico  City. 
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The  health  of  the  U.S.  securities  industry  and  that  of  the  entire 
capital  markets  in  the  United  States  is  intertwined  with  that  of 
free  markets  around  the  world.  While  there  are  many  complex  is- 
sues which  go  well  beyond  my  purview,  I  do  want  strongly  to  note 
that  our  industry  would  benefit  greatly  from  the  ratification  of  the 
North  American  Free  Trade  Agreement,  the  renewal  of  fast-track 
authority  for  the  Uruguay  Round,  and  renewal  of  MFN  status  for 
China. 

As  Senator  Dodd  has  pointed  out,  the  United  States  has  a  real 
competitive  edge  in  financial  services;  it  shouldn't  be  lost. 

Thank  you  very  much. 

Senator  Dodd.  Steve,  thank  you  very  much  for  your  testimony 
this  morning. 

Mr.  Riepe. 

STATEMENT  OF  JAMES  S.  RIEPE,  MANAGING  DIRECTOR, 
T.  ROWE  PRICE  ASSOCIATES,  BALTIMORE,  MD 

Mr.  Riepe.  Thank  you,  Senator.  I  too  appreciate  the  opportunity 
to  comment  to  the  committee  on  these  very  important  issues.  It  is 
novel  for  a  congressional  committee  to  seek  the  views  of  people  who 
are  actually  engaged  in  the  marketplace,  so  it  is  a  particular  pleas- 
ure to  be  here. 

I  am  the  managing  director  of  T.  Rowe  Price  Associates,  a  firm 
that  is  responsible  for  more  than  $45  billion  of  assets  for  institu- 
tions and  individuals,  some  $28  billion  of  it  in  mutual  funds. 

Today,  I  would  like  to  present  my  thoughts  on  some  major  issues 
regarding  the  mutual  fund  industry  in  particular,  that  I  believe 
should  be  priorities  for  the  Congress,  the  SEC,  and  the  administra- 
tion. 

Over  the  past  half  century,  really  since  the  enactment  of  the  In- 
vestment Company  Act  of  1940,  the  mutual  fund  industry  has 
grown  from  assets  of  less  than  $500  million  to  currently  more  than 
$1.6  trillion.  Mutual  funds  have  played  a  significant  role  as  a  con- 
duit to  the  securities  markets  for  millions  and  millions  of  Ameri- 
cans. 

Today,  one  out  of  every  four  American  households  is  invested  in 
mutual  funds.  While  funds  do  not  originate  loans  or  other  forms  of 
credit,  they  do  act,  through  their  purchases  of  publicly  traded  secu- 
rities, as  a  bridge  linking  American  investors  with  securities  issu- 
ers. 

By  creating  demand  for  marketable  securities,  mutual  funds  also 
play  a  critical  role  in  the  issuance  of  equity  and  debt  securities, 
which  is  so  important  to  the  capital  formation  process  in  our  coun- 
try. 

The  growth  of  funds  can  be  attributed  to  several  major  factors: 

— The  inherent  advantages  of  the  investment  company  structure 
is  one  of  them,  which  allows  investors  to  pool  their  monies  in  a 
low-cost,  professionally  managed  fund; 

— Second,  the  development  of  new  types  of  funds  and  shareholder 
services  have  responded  to  investor  needs; 

— Third,  there  has  been  increased  usage  in  retirement  plans  of 
mutual  funds  by  individuals  and  employers; 

— Fourth,  new  channels  of  distribution  have  been  developed; 
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— And,  most  importantly,  public  confidence  in  the  funds,  due  to 
the  strict  regulatory  scheme  to  which  they  are  subject,  including 
the  mark-to-market  valuation  standards  to  which  mutual  funds 
must  adhere. 

Mutual  funds  are  regulated  under  four  Federal  securities  laws, 
the  primary  one  being  the  Investment  Company  Act  of  1940.  The 
core  objectives  of  the  Investment  Company  Act  are  designed  to:  1) 
ensure  that  investors  receive  adequate  information  about  the  fund; 
2)  protect  the  physical  integrity  of  the  fund's  assets;  3)  prohibit  or 
regulate  forms  of  self-dealing;  4)  ensure  fair  valuation  of  investor 
purchases  and  redemptions;  and,  5)  restrict  unfair  and  unsound 
capital  structures.  All  of  these  are  as  relevant  and  important  today 
as  they  were  when  the  act  was  adopted  more  than  50  years  ago. 

Therefore,  I  am  very  pleased  that  the  SEC  staffs  1992  study  on 
the  regulation  of  the  investment  company  industry  did  not  rec- 
ommend major  changes  to  these  core  provisions. 

While  the  regulatory  scheme  to  which  mutual  funds  are  subject 
is  working  well,  there  are  several  steps  that  we  believe  should  be 
taken  to  ensure  that  the  current  high  level  of  investor  protection 
continues. 

First,  it  is  imperative  that  the  SEC's  funding  keeps  pace  with  the 
growth  of  the  industry.  From  1982  to  1992,  the  number  of  reg- 
istered investment  companies  increased  by  more  than  130  percent 
while  fund  assets  increased  by  nearly  350  percent.  Meanwhile,  the 
staff  of  the  Division  of  Investment  Management  that  has  primary 
regulatory  responsibility  grew  by  only  74  percent. 

Ironically,  this  gap  in  growth  exists  despite  the  fact  that  mutual 
funds  pay  very  substantial  registration  fees  to  the  SEC,  of  which 
only  a  very  small  portion  is  expended  to  regulate  the  fund  industry 
itself.  Therefore,  I  recommend  that  at  least  some  of  these  surplus 
revenues,  already  being  paid  by  the  funds,  be  used  to  increase  the 
funding  available  to  the  SEC  to  regulate  the  fund  industry. 

I  am  sure  you  do  not  hear  very  many  regulated  industries  asking 
for  more  regulators.  But  in  our  case,  we  are  well  aware  of  the  im- 
portant role  tight  regulation  has  played  in  our  industry's  success. 

Second,  I  recommend  that  Congress  repeal  the  exemptions  in  the 
securities  laws  for  bank  and  insurance  company  funds  sold  to  par- 
ticipants in  defined  contribution  plans.  The  original  rationale  for 
these  exemptions  was  that  these  products  were  sold  to  sophisti- 
cated corporate  employers  to  fund  their  defined  benefit  plans,  plans 
in  which  the  employer  made  the  investment  decision  and,  in  fact, 
bore  the  investment  risks. 

However,  today  these  pools  are  being  sold  to  millions  of  individ- 
ual employees  to  fund  their  401(k)  and  other  types  of  defined  con- 
tribution plans,  plans  in  which  employees  make  investment  deci- 
sions and  bear  the  investment  risks.  These  employees  are  entitled 
to  receive  the  same  degree  of  protection  as  they  do  when  they  pur- 
chase shares  of  mutual  funds. 

Third,  the  Federal  securities  laws  should  be  modernized  to  take 
into  account  the  entry  of  commercial  banks  into  the  fund  business. 
An  updated  regulatory  scheme  should  include  all  entities  that  man- 
age or  sponsor  mutual  funds — irrespective  of  their  affiliated  busi- 
nesses. 
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Fourth,  the  SEC  should  adopt  its  proposal  to  permit  the  pur- 
chase of  mutual  fund  shares  based  on  a  summary  prospectus  that 
provides  material  information  about  a  fund  in  a  concise  and  read- 
able format.  I  would  point  out  that  in  the  area  of  financial  disclo- 
sure, it  is  evident  to  many  that  less  can  in  fact  be  more. 

The  SEC  should  also  adopt  amendments  to  the  regulation  of  tax- 
exempt  money  market  funds  which  would  tighten  the  restrictions 
on  their  portfolios.  These  amendments  would  improve  protection  of 
investors  in  this  growing  segment  of  the  industry. 

Please  permit  me  to  touch  on  two  other  related  issues  that  I 
think  fall  within  the  purview  of  the  subcommittee. 

With  respect  to  internationalization,  U.S.  regulators  should  nego- 
tiate to  seek  better  access  for  U.S.  mutual  fund  managers  seeking 
to  enter  foreign  markets.  In  addition,  legislation  should  not  be  en- 
acted permitting  foreign  funds  to  be  distributed  in  the  United 
States  without  first  complying  with  the  basic  investor  protection 
standards  applicable  to  U.S.  funds. 

A  second  area  of  concern  is  the  broad  expansion  of  derivative  in- 
vestments increasingly  used  by  investors,  including  mutual  funds. 
These  instruments,  based  on  underlying  securities  and  indices, 
present  new  regulatory  challenges.  The  trading  of  derivatives  can 
have  a  very  major  effect  on  the  price  volatility  of  the  underlying 
securities.  Yet  they  are  regulated  in  a  totally  independent  fashion. 

We  urge  you  to  include  in  your  review  of  our  capital  markets  a 
careful  analysis  of  the  implications  of  continuing  to  have  separate 
regulators  oversee  derivatives  and  the  underlying  securities.  What 
we  seek  in  any  revisions  to  the  regulatory  scheme  is  a  balance — 
a  balance  that  includes  regulations  that  provide  adequate  investor 
protection  yet  also  allow  the  participants  to  expand  and  meet  the 
demands  01  a  global  financial  services  marketplace. 

Thank  you  very  much  for  this  opportunity  to  present  our  views. 
I  would  be  glad  to  respond  to  any  questions. 

Senator  Dodd.  Thank  you  very  much. 

Mr.  Hartman,  welcome. 

STATEMENT  OF  TIMOTHY  P.  HARTMAN,  VICE  CHAIRMAN, 
NATIONSBANK  CORPORATION,  DALLAS,  TX 

Mr.  Hartman.  Chairman  Dodd,  Senator  Gramm,  members  of  the 
committee,  I  am  Tim  Hartman,  chairman  of  NationsBank  West.  On 
behalf  of  NationsBank  and  the  banking  industry,  I  appreciate  the 
invitation  to  testify  on  the  issues  facing  banks  in  regard  to  securi- 
ties and  the  broader  financial  marketplace. 

I  appear  before  you  on  the  heels  of  a  year  of  record  earnings  for 
the  banking  industry,  a  year  when  the  tonic  of  low  interest  rates 
offset  negative  trends  such  as  slow  loan  growth  and  continuing 
high  levels  of  nonperforming  assets.  However,  this  industry's  finan- 
cial performance  must  not  be  taken  out  of  the  context  of  the  long- 
term  structural  challenges  facing  the  banking  industry. 

For  decades,  banks  have  faced  a  growing  number  of  nonbank 
competitors  who  are  able  to  move  freely  into  the  financial  market- 
place and,  once  there,  operate  outside  trie  deposit  insurance  system 
and  its  regulations.  Subsidiaries  of  General  Motors,  AT&T,  General 
Electric,  and  IBM  offer  a  variety  of  financial  products  and  have  en- 
joyed great  success,  so  much  so  that  banks  now  account  for  only 
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25  percent  of  all  U.S.  financial  assets,  down  from  40  percent  in 
1960. 

We  at  NationsBank  believe  in  a  procompetitive,  pro-free  market 
environment.  To  create  that  environment,  the  need  for  comprehen- 
sive reform  of  banking  regulations  is  greater  than  ever.  As  I  will 
explain,  the  issue  is  whether  the  U.S.  banking  system  will  become 
globally  competitive  or  fade  into  irrelevance. 

A  critical  component  of  that  question  is  how  banks  and  other  fi- 
nancial companies  will  compete  in  the  swiftly  changing  securities 
industry.  Again,  the  realities  of  today's  global  financial  market- 
place should  be  the  standard  by  which  we  build  an  environment 
where  U.S.  banks  and  other  institutions  can  be  competitive  inter- 
nationally. Instead,  our  standard  is  shaped  by  legislation  written 
60  years  ago  during  the  FDR  administration,  namely  the  Glass- 
Steagall  Act. 

Every  day,  in  competing  for  corporate  and  institutional  cus- 
tomers, United  States  banks  bump  heads  with  larger  universal 
banks  from  Canada,  Germany,  the  United  Kingdom,  France,  and 
Mexico,  among  others.  These  international  financial  giants  bring  to 
bear  far  greater  financial  muscle  than  their  U.S.  counterparts,  be- 
cause they  offer  commercial  and  corporate  lending,  and  a  full  array 
of  investment  banking  services,  including  debt  and  equity  under- 
writing, without  facing  provisions  of  Glass-Steagall. 

It  is  no  surprise  then  that  foreign  institutions  now  control  ap- 
proximately 36  percent  of  all  commercial  and  industrial  loans  in 
our  country.  Parenthetically,  I  might  add,  that  these  foreign  com- 
petitors are  all  the  stronger  because  they  operate  truly  nationwide 
banks,  another  advantage  that  U.S.  banks  do  not  enjoy. 

While  the  need  to  be  globally  competitive  is  urgent,  U.S.  banks 
must  first  be  competitive  with  our  nonbank  competitors  here  at 
home.  In  1933,  the  authors  of  Glass-Steagall,  still  shaken  by  the 
bank  failures  of  the  Depression,  sought  to  protect  depositors  by 
preventing  commercial  banks  from  linking  commercial  and  invest- 
ment banking. 

In  1993,  the  result  is  that  commercial  banks  are  relegated  to  the 
least  profitable  end  of  the  investment  banking  business  and  lose 
customers  to  less  restrictive  domestic  and  foreign  competitors.  It's 
time  to  reexamine  the  outdated  restrictions  of  Glass-Steagall  and 
achieve  a  balance  that  protects  depositors  while  providing  commer- 
cial banks  with  complete  and  equal  access  to  U.S.  commercial  cus- 
tomers. 

I  am  sure  I  am  not  the  first  to  report  these  hurdles  facing  com- 
mercial banks.  At  NationsBank,  we  have  taken  several  innovative 
steps  to  provide  securities  products  and  services  to  our  customers 
within  current  constraints.  I  will  be  happy  to  address  those  strate- 
gies in  the  Q&A  session. 

My  company  has  taken  these  steps  for  one  reason.  Customers  of 
the  commercial  banking  industry  demand  broader  securities  prod- 
ucts and  services.  At  NationsBank,  we  have  the  capital  strength  to 
find  creative  stopgap  solutions.  But  we  are  one  of  the  Nation's  larg- 
est banking  companies.  The  vast  majority  of  our  peers  do  not  have 
our  resources.  But  their  greatest  handicap  is  not  so  much  their  re- 
sources as  a  60-year-old  law  that  has  outlived  its  purpose. 
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Repealing  Glass-Steagall  is  a  critical  element  of  the  regulatory 
and  legislative  reform  that  must  take  place  to  ensure  that  the  U.S. 
banking  industry  does  not  fade  into  irrelevance. 

I  refer  the  committee  to  a  recent  speech  about  the  decline  of  the 
commercial  banking  industry  by  Federal  Reserve  Chairman  Alan 
Greenspan.  The  Chairman  blamed  Glass-Steagall  and,  I  quote: 

Other  artificial  legal  barriers  to  bank  expansion  for  the  industry's  loss  of  market 
share  to  competitors. 

He  went  on  to  say,  and  I  quote: 

Public  policy,  in  my  view,  should  be  concerned  with  the  decline  in  the  importance 
of  banking,  as  important  as  the  securities  component  is. 

I  want  to  close  my  remarks  by  elaborating  on  a  point  I  alluded 
to  earlier.  Reform  that  seeks  to  create  a  globally  competitive  U.S. 
banking  industry  must  address  not  just  products  and  services. 
First  and  foremost,  we  believe  it  must  allow  banks  to  expand  geo- 
graphically to  gain  the  diversity  and  breadth  needed  for  a  truly 
safe  and  sound  U.S.  banking  system. 

Legislation  paving  the  way  for  full  interstate  banking  and 
branching  will  create  such  a  system  of  strong  nationwide  banks.  To 
simply  grant  multistate  bank  holding  companies  the  ability  to  con- 
solidate the  banks  that  they  already  own  would  result  in  savings 
conservatively  projected  to  equal  $5  billion  a  year.  If  used  as  cap- 
ital and  leveraged  conservatively,  those  savings  could  generate  up 
to  $50  billion  a  year  in  new  loans  for  the  economy.  Further  analy- 
sis of  the  effects  of  interstate  consolidation  is  attached  to  my  writ- 
ten testimony. 

Mr.  Chairman,  members  of  the  committee,  that  concludes  my 
prepared  remarks.  I  thank  you  for  the  opportunity  to  be  here 
today. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Hartman. 

My  colleague  from  Texas  has  luncheon  remarks  he  has  to  give, 
so  I  am  going  to  defer  to  him. 

I  want  to  welcome  Senator  Faircloth  and  Senator  Bond.  I  don't 
know  if  you  each  wanted  to  make  a  brief  comment  before  any  ques- 
tions. 

Senator  Faircloth.  I  can  make  a  brief  comment  or  get  to  the 
questions. 

Senator  Dodd.  Why  don't  we  just  let  the  flow  go.  Kit,  did  you 
have  something  you  wanted  to  say? 

Senator  Bond.  I  will  just  wait  for  the  questions. 

Senator  Dodd.  Senator  Gramm. 

Senator  Gramm.  Mr.  Chairman,  let  me  again  thank  you  for  this 
hearing.  I  think  it  is  a  very  good  hearing. 

We  have  the  best  financial  markets  in  the  world,  but  there's  no 
doubt  about  the  fact  that  we  have  many  old  laws  that  may  not 
have  made  much  sense  even  when  they  were  written,  many  of 
them  in  the  Depression  and  pre-Depression  era,  but  they  clearly  do 
not  fit  the  world  in  which  we  live  today.  Our  banking  laws  clearly 
limit  the  ability  of  our  banks  to  compete,  and  they  have  to  be 
changed. 

We  have  a  very  difficult  political  problem  in  breaking  out  of 
these  old  patterns  that  people  tend  to  fall  into  voting  on  these  is- 
sues. But  I  think  we  have  to  look  at  the  dramatic  changes  that 
have  to  be  made  to  let  American  banks  be  competitive.  And  I  am 
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very  much  in  favor  of  interstate  branching.  I  also  think  we  are 
going  to  have  to  go  back  and  look  at  the  ability  of  big  banks  to  un- 
derwrite securities. 

I  look  at  Jack's  chart  up  here.  I  don't  see  it  as  being  beautiful, 
Jack.  But  maybe  I  don't  understand  it.  But  I  do  agree  with  you 
that  we  need  to  go  back  and  thoroughly  review  what  we're  doing, 
see  if  we  can  improve  the  system.  One  of  the  things  we  have  to 
take  into  account,  whether  this  is  the  magic  solution  or  whether 
something  else  is  the  magic  solution,  is  that  the  nice,  neat  distinc- 
tions that  existed  50  or  60  years  ago  among  all  these  markets  sim- 
ply no  longer  exist.  How  we  take  that  into  account  and  how  we  rec- 
ognize that  there  has  been  a  homogenization  of  financial  services, 
I  don't  know. 

I  can  assure  you  that  your  proposal  is  going  to  get  a  lot  of  study 
as  to  what  we  need  to  be  looking  at  in  trying  to  respond  to  the  dra- 
matic changes  that  have  occurred.  I  feel  very  strongly  that  we  need 
to  change  securities  laws.  I  would  like  American  markets  able  to 
trade  foreign  securities  that  are  high-grade. 

It  seems  to  me  that  there  has  to  be  a  way  that  we  can  come  up 
with  an  accounting  standard  or  an  accounting  transition  formula  to 
let  that  happen.  I  would  like  to  do  that  this  year.  I  don't  have  a 
specific  question  for  anybody.  I  would  just  like  to  thank  everybody 
for  their  ideas.  I  think  the  Chairman  and  I  have  a  lot  of  views  in 
common  on  a  lot  of  these  issues.  I  haven't  heard  a  partisan  issue 
here  today. 

This  committee  breaks  whenever  you're  talking  about  interstate 
branching.  I  don't  see  any  partisan  tint  to  how  things  break.  I  also 
don't  see  a  whole  lot  of  logic  to  it  either.  But  these  are  not  partisan 
issues;  these  are  issues  having  to  do  with  competitiveness.  Whether 
we're  talking  about  reworking  the  financial  regulatory  system  or 
whether  we're  talking  about  trading  securities,  or  whether  we're 
talking  about  bank  regulation  reform,  I  think  these  are  things  that 
we  need  to  be  looking  at,  that  we  need  to  try  to  move  on.  I  think 
that  every  day  we  wait  we  endanger  this  miraculous  financial  mar- 
ket that,  really  in  many  ways,  was  born  in  Britain  but  took  root 
and  matured  here.  We  want  to  be  sure  that  it  stays  here.  So  I  want 
to  thank  everybody  for  coming. 

Senator  Dodd.  Thank  you  very  much,  Senator  Gramm. 

Let  me  begin.  Jack,  I  was  struck  by  something  that  Steve  had 
said  earlier  in  referencing  Glass-Steagall.  During  the  last  few 
years,  the  success  of  the  securities  industry  in  his  particular  busi- 
ness might  be  related  to  the  fact  that  the  securities  industry  was 
not  subjected  to  the  same  regulatory  structures  that  other  financial 
institutions  have  been  subjected  to. 

In  fact,  Jack,  in  your  industry,  one  could  make  the  same  case. 
A  lot  of  the  success,  the  innovation,  and  the  creativity  that  oc- 
curred was  because  the  futures  industry  was  not  subjected  to  the 
same  set  of  rules  that  others  were  being  subjected  to. 

The  question  becomes  obvious.  Is  there  not  the  danger  that  inno- 
vation and  experimentation  would  get  lost  if  you  were  operating 
under  one  set  of  rules.  There  is  no  guarantee  that  current  rules 
would  in  fact  be  the  new  universal  rules.  You  could  be  subjected 
to  a  set  of  rules  that  other  institutions  are  being  subjected  to  and 
thus  stifle  the  very  innovation  and  creativity  that  I  suspect  my  col- 
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leagues  and  everybody  at  this  table  promote  and  would  like  to  be 
a  part  of.  How  do  you  respond  to  that  criticism? 

Mr.  Sandner.  Senator  Dodd,  it  is  an  excellent  question  and  we 
thought  long  and  hard  about  that,  because  people  do  tend  to  bene- 
fit very  often  from  the  regulatory  tension  and  the  different  sets  of 
rules.  It  spawns  a  lot  of  creativity  and  innovation. 

However,  that  model  has  now  destroyed  a  lot  of  the  creativity 
and  innovation  and  a  lot  of  it  is  moving  offshore.  And  what  this 
model  does  is  it  doesn't  destroy  any  of  the  creativity  and  innovation 
because  if  you  look  around  that  circle,  you  will  see  for  example  in 
security  markets,  you  will  see  one  of  the  operational  divisions  is 
the  investment  and  security  markets. 

Straight  across,  if  you  draw  the  line,  the  third  one  on  the  right 
down  in  the  red  box  is  the  operational  division  or  risk  shifting  mar- 
kets. And  where  all  futures  options,  hybrids,  and  derivatives  that 
risks  shift,  it  would  have  that  function  go.  So  you  are  driven  to  con- 
tinue to  create  risk-shifting  markets. 

On  the  securities  side,  you  are  driven  to  create  product  there 
that  looks,  walks,  and  talks  like  a  security,  so  it  doesn't  take  away 
the  creativity,  the  ingenuity,  and  the  motivation  to  continue  to  cre- 
ate product.  What  it  does  do,  it  takes  away  the  morass  and  the  cost 
and  all  of  the  duplication.  Because,  for  example,  if  you  look  at  the 
top  red  box  there  on  the  left  side,  commissioner  of  prudential  and 
systemic  risk,  I  talked  to  the  chairman  of  the  First  Chicago  Bank, 
Dick  Thomas. 

He  says,  Jack,  I'll  be  audited  for  prudential  and  systemic  risks 
at  my  bank  by  one  agency,  the  Office  of  the  Comptroller  of  the  Cur- 
rency. Then  the  revolving  door  they  go  out,  the  FDIC  comes  in.  I 
may  be  audited  by  15  different  examiners  virtually  for  the  same 
thing.  And  he  said,  can't  you  just  take  their  audit  and  trust  it? 
That's  not  our  regulatory  truth.  We  have  our  own. 

That  operational  division  right  there  rationalizes  and  harmonizes 
for  everybody  an  approach  to  systemic  risk  in  this  country  across 
the  panoply  of  financial  institutions.  Prudential  and  systemic  risk. 

If  you  take  that  attitude  and  mind  set  toward  all  those  oper- 
ational divisions,  disclosure  and  reporting,  we  were  talking  before 
the  panel  began  among  ourselves.  What  really  is  needed  is  when 
people  are  pooled  in  investments  that  everybody  should  be  treated 
the  same  way  in  pooled  investments.  There  is  nothing  different. 
The  disclosure  should  be  the  same.  They  shouldn't  have  to  seek  fo- 
rums to  have  less  disclosure  than  another  forum. 

Or  if  they  cross  function  and  product,  have  they  got  different  dis- 
closures? I  said  earlier,  the  amount  of  paper  that  has  to  be  signed 
in  risk  disclosures  for  one  venue  and  one  product  and  then  the 
amount  on  another,  it's  just  reams  and  reams  of  documents.  We 
could  rationalize  all  of  that  in  this  operational  division  of  disclosure 
and  reporting  to  really  reflect  what  the  needs  of  disclosure  are  and 
make  it  user-friendly  and  keep  it  simple. 

You  know  what?  We  might  end  up  saving  the  spotted  owl  with- 
out cutting  down  the  trees,  because  the  reason  we've  got  to  cut 
down  all  those  trees  is  all  this  paper  and  regulation. 

[Laughter.] 

If  you  look  around  there,  you  will  see — I  know  you've  got  a  num- 
ber of  other  things  on  your  agenda  and  I  marvel  at  the  time  you've 
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taken  to  look  at  this,  OK.  But  we've  got  things  in  our  agenda,  but 
this  is  the  centerpiece  of  our  life.  So  we  know  a  lot  about  it,  and 
it  is  hard  at  first  blush  to  really  grasp  the  beauty  of  this. 

[Laughter.] 

But  if  your  staff  takes  the  time,  you  will  have  questions,  but  you 
will  see  that  this  thing  moves  very,  very  freely  and  allows  the  flexi- 
bility and  the  competitive  framework  to  work  and  keeps  the  inge- 
nuity and  the  engine  of  creativity  in  the  United  States  of  America 
with  all  of  these  institutions  to  create  and  develop  product  and 
keep  it  here. 

Senator  Dodd.  I  understand.  Obviously,  we  hear  that  all  the 
time.  There's  a  lot  of  duplication.  I  think  there  is  great  interest  in 
trying  to  eliminate  a  lot  of  that. 

_  The  concern  I  have  is  that  when  you  start  to  set  up  a  one-size- 
fits-all  approach,  you  run  the  very  risk  of  overreaching,  being  over- 
ly protective.  It's  one  of  the  reasons  I'm  hesitant  about  standby  au- 
thorities. I  have  never  seen  standby  authorities  last.  They  ulti- 
mately become  authorities  very  quickly. 

I'd  be  interested  if  some  of  the  others  want  to  comment  on  this 
at  all,  just  this  particular  point. 

Yes,  Steve. 

Mr.  Friedman.  Senator,  I  would  like  to  comment.  I  think  that 
overlapping  regulation  is  not  just  a  problem  for  the  commercial 
banking  industry. 

In  my  own  firm,  we  estimate  that  over  20  agencies  or  exchanges 
regulate  us.  They  have  both  overlapping  and  duplicative  jurisdic- 
tion. 

To  prepare  this  morning,  I  was  told  that  one  of  these  agencies 
which  had  just  finished  an  audit  had  nine  or  ten  of  their  people  at 
our  firm  for  8  to  10  weeks.  Another  agency  will  be  arriving  at  our 
offices  on  Monday.  They're  going  to  be  here  for  6  to  8  weeks  going 
through  our  records  and  procedures.  Then,  in  2  months,  a  third  one 
will  send  us  nine  to  ten  people  for  3  months.  Much  of  their  time 
will  be  spent  examining  the  same  material  their  predecessors  have 
just  finished  reviewing. 

Even  more  troubling,  many  of  the  regulations  that  we  deal  with 
are  quite  inconsistent.  Regulatory  capital  calculations  for  various 
financial  instruments  may  be  substantially  different  in  the  United 
States  and  Europe.  You  may  even  have  inconsistencies  between  dif- 
ferent agencies  within  the  United  States. 

We  need  schemata  that  are  consistent  with  the  1990's,  not  gravi- 
tating toward  the  least  enlightened  form  of  regulation,  but  consist- 
ent with  the  innovations  in  the  financial  markets  in  the  last  20 
years. 

We  have  situations  where  our  traders  believe  that  the  regula- 
tions push  in  exactly  the  opposite  direction  from  what  they  con- 
sider to  be  the  safest  way  to  hedge.  In  other  words,  you  get  more 
regulatory  credit  for  doing  something  that  they  consider  to  be  less 
safe.  So  this  has  to  be,  in  our  view,  looked  at  and  then  made  con- 
sistent. 

Senator  Dodd.  That's  a  very  good  point.  Let  me  ask  if  there's  any 
other  comment  on  this. 

Mr.  Hartman.  Chairman  Dodd,  we  certainly  agree  that  we  feel 
the  entire  regulatory  process,  which  has  grown  really  over  time 
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without  the  benefit  of  the  complexity  of  our  national,  as  well  as 
global,  marketplaces,  is  truly  outdated.  I  find  what  Jack  has  pro- 
posed here  most  intriguing,  and  I  would  certainly  hope  that  your 
committee  would  spend  some  time  looking  at  it. 

Senator  Dodd.  I  promise  you  we're  going  to  do  that.  That  you 
can  be  assured  of. 

Before  I  turn  to  my  colleagues,  I'd  like  to  ask  Steve  and  you,  Mr. 
Riepe,  about  what  Bill  has  raised. 

You've  heard  me  and  Senator  Gramm  endorse  the  notion  of  the 
globalization  of  the  market,  and  what  can  be  listed  on  the  ex- 
change. I  very  much  want  to  see  us  get  to  that  this  year.  Hopefully, 
we  can  build  some  strong  consensus.  I'm  very  interested  in  your 
perspective  on  this.  How  do  you  feel  about  that,  Steve? 

Mr.  Friedman.  We  would  very  much  like  to  see  continued  work 
on  finding  standards  that  both  the  New  York  Stock  Exchange  and 
the  SEC  find  comfortable  for  listing  major  world-class  foreign  com- 
panies. 

I  have  looked  at  this  issue  and  I  think  that  this  should  be  quite 
doable.  There  are  compromise  approaches  that  for  foreign  listings 
would  not  deprive  the  American  investor  of  the  protections  that  are 
necessary  in  our  markets. 

Senator  Dodd.  Mr.  Riepe. 

Mr.  Riepe.  I  would  agree  with  that.  We  find  ourselves  in  the  in- 
vestment industry  and  the  securities  industry  in  a  similar  spot,  as 
are  some  other  industries,  where  our  free  market  system  seems  to 
allow  others  from  outside  the  country  to  come  in  and  participate 
in  a  very  open  way,  yet  we  have  a  problem  with  reciprocity.  I  think 
that  has  to  be  corrected. 

Second,  and  most  importantly  I  think,  to  Steve's  final  point,  in- 
vestor protections  have  been  absolutely  critical  in  our  industry.  In- 
vestor protections  have  not  played  that  dominant  a  role  in  other 
countries,  as  their  financial  services  industries  have  developed. 

I  think  it  would  be  a  very  serious  mistake  to  allow  non-U. S.  play- 
ers to  enter  this  market  and  to  offer  investments  that  did  not  meet 
the  disclosure  standards,  the  investor  protection  standards  that  we 
have  now.  So  I  think  that  is  an  area  of  reciprocity  that  simply  can- 
not be  conceded. 

Senator  Dodd.  I  agree  with  that,  and  I  don't  think  there's  much 
debate  about  that.  We  may  want  to  talk  about  how  that  gets  done, 
but  I  don't  want  to  see  us  engage  in  competition  in  laxity,  which 
is  very  dangerous. 

Bill,  you  had  a  comment  you  wanted  to  make? 

Mr.  Donaldson.  I'd  just  like  to  comment  on  Jack's  beautiful 
charts  here,  and  to  say  that,  as  I  said  in  my  testimony,  we  believe 
in  functional  regulation,  and  the  efficiencies  and  so  forth  that  can 
be  brought  to  bear.  However,  we  live  in  a  real  world,  and  as  far 
as  I'm  concerned,  the  train  is  leaving  the  station  on  a  number  of 
these  issues  that  have  come  before  us. 

So  I  would  hate  to  see  us  get  diverted,  looking  for  the  ideal  orga- 
nization here,  although  I  think  it's  a  good,  long-term  idea,  I'd  hate 
to  see  us  get  diverted  and  take  our  focus  off  some  things  that  we 
need  to  do  right  now. 
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You  brought  up  one  of  them,  which  is  reconciling  this  foreign  list- 
ing issue.  I  suspect  that  branch  banking  and  a  whole  lot  01  other 
things  need  to  be  done  right  now. 

I  hate  to  see  Congress  get  bogged  down  in  a  big  structural  reor- 
ganization and  take  the  eye  off  making  some  moves  right  now. 

Mr.  Sandner.  Senator  Dodd,  if  I  may  say  something  about  the 
foreign  listing,  I  agree  with  Bill — if  somehow  that  could  be  figured 
out,  where  they  could  list  these  foreign  securities  at  our  exchange. 
We  trade  the  Nikei  225.  There's  no  real  cash  market  here  in  the 
North  American  time  zone  for  it.  It's  all  over  in  the  Pacific  rim. 
We're  now  trading  the  FTSI,  which  is  the  Great  Britain  stock  mar- 
ket index.  Just  like  we're  trading  the  S&P  500,  the  Midcap  and  the 
Russell. 

There's  no  true  cash  market  because  it's  very  difficult  to  get 
these  securities  listed,  because  I  guess  it's  the  SEC.  That's  not  my 
world,  but  it's  the  SEC  that  doesn't  seem  to  want  to  permit  firms 
like  Daimler-Benz  to  trade  at  the  New  York  Stock  Exchange. 

We  have  indexing  that  was  a  great  idea  10  years  ago,  and  it's 
been  proven,  because  it's  been  copied  around  the  world.  It  was 
spawned  at  the  Chicago-Mercantile  Exchange.  We  would  like  a 
cash  market  in  North  America  so  that  the  indexing  could  really 
flourish  to  maturity.  And  the  foreign  listing  issue  is  a  big,  big  issue 
for  us  as  well. 

Senator  Dodd.  I  appreciate  your  saying  that. 

Senator  Faircloth. 

OPENING  STATEMENT  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  Thank  you,  Mr.  Chairman.  Thank  you  all  for 
being  here  this  morning,  and  giving  us  the  thoughts  and  wisdom 
as  to  the  direction  we  ought  to  be  headed  in. 

My  thoughts  are  maybe  not  quite  as  specific  as  Senator  Gramm's 
or  Senator  Dodd's. 

We  talk  about  over-regulation  in  the  banking  and  securities  in- 
dustry. If  right  off  the  top  of  your  heads,  you  can  think  of  an  indus- 
try that  isn't  over-regulated,  or  a  business,  or  an  operation;  I'd  like 
you  to  think  on  it  and  tell  it  to  me. 

I  ran  for  the  Senate  with  one  idea  and  one  premise.  No  commit- 
ments, except  not  to  vote  for  a  tax  increase,  cutting  spending,  cut- 
ting rules  and  regulations,  and  cutting  taxes.  Government  doesn't 
create  jobs  or  wealth.  It  just  redistributes  it,  and  it's  been  doing 
that  for  a  long  time,  and  with  an  accelerated  pace  in  the  last  30 
years. 

We  transfer  the  wealth  from  the  private  sector  to  Government 
payrolls.  We're  picking  up  20,000  new  bureaucrats  every  year,  not 
counting  Post  Office  and  military,  to  help  regulate  you  and  every- 
body else. 

I've  spent  my  entire  life  in  the  private  sector,  as  most  of  you  all 
have.  I've  been  responsible  for  one  to  several  payrolls  every  Friday 
afternoon  for  47  years;  haven't  missed  one  yet. 

I  would  like  for  you  all  to  address  the  issues  of  cutting  spending, 
cutting  taxes,  and  reducing  regulations  and  creating  jobs  in  the  pri- 
vate sector.  And  there  arc  very  specific  things  I  would  like  to  men- 
tion. What  effect  is  the  President's  so-called  BTU  or  energy  tax 
going  to  have,  in  your  opinion?  I  think  it's  going  to  be  a  disaster. 
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A  capital  gains  tax,  what  effect  would  it  have?  What  do  you  think 
it  would  do? 

I  would  look  forward  to  hearing  your  responses.  I  couldn't  help 
but  think  of  what  the  man  from  First  Chicago  said,  how  many  reg- 
ulators he  had  come  by.  And  then  you  were  talking  about  how 
many  you  had  coming  at  Goldman,  Sachs.  You  all  operate 
multibillion  dollar  businesses.  And  you've  got  regulators.  But  a 
farmer  in  Missouri  digs  a  hole  to  water  his  cows  in,  and  he's  got 
more  regulators  than  you  have. 

[Laughter.] 

I'd  like  your  response  to  what  the  BTU  tax  is  going  to  do,  and 
what  would  happen  if  we  were  to  bring  back  a  capital  gains  tax, 
change  it  from  the  28  percent  to  15  percent  or  something. 

Mr.  Donaldson. 

Mr.  Sandner.  Go  ahead,  Bill. 

[Laughter.] 

Senator  Dodd.  My  colleagues  can  raise  any  question  they  want 
to.  These  are  certainly  very  important  questions  that  people  are 
asking  today.  I  certainly  want  you  to  answer. 

Mr.  Donaldson.  Senator,  I  can't  resist  the  opportunity  to  say  a 
little  bit  about  taxes,  and  particularly  capital  gains  taxes. 

Senator  Dodd.  I  figured  you  might. 

[Laughter.] 

Mr.  Donaldson.  It's  not  surprising.  It  seems  to  me  that  there's 
a  tremendous  misunderstanding  in  terms  of  the  implications  that 
capital  gains  taxes  have  in  terms  of  capital  formation  and  the  en- 
trepreneurial urges  in  this  country. 

I  think  we're  going  exactly  the  wrong  way  on  capital  gains  taxes 
in  terms  of  the  increases,  and  when  you  levy,  on  top  of  that,  State 
and  local  taxes,  if  you  live  in  a  place  like  New  York,  we  are  going 
to  disincent  the  entrepreneurial  drive.  Obviously  the  jobs  in  this 
country  come  from  that  entrepreneurial  drive,  the  great  bulk  of  the 
jobs  come  at  the  low  end. 

Let  me  throw  out,  if  I  can,  a  little  off  the  subject  here,  but  since 
you've  given  me  the  opportunity,  an  idea  for  you  all  to  chew  on. 
And  that  is,  obviously,  I  think  overall  capital  gains  taxes  should  be 
lower,  but  I  think  there's  an  opportunity  that  we  have  right  now 
to  take  and  have  let's  say  a  2-year  moratorium  in  which  we  would 
allow  very  low  capital  gains  rates  for  securities  and  other  property 
that's  been  held  for,  let's  say,  a  minimum  of  5  years. 

What  I'm  getting  at  is  that  there's  a  tremendous  tax  liability  out 
there  that's  never  going  to  be  paid  to  the  Government.  That  is  low- 
cost  securities  that  are  held  by  people  who  don't  want  to  hold  those 
companies  any  longer,  but  don't  want  to  sell,  because  when  they 
die,  their  basis  is  going  to  be  marked  up  to  market. 

Those  are  capital  gains  taxes  that  are  never  going  to  be  collected. 
Why  not  give  an  incentive  to  collect  those  taxes  and  get  a  double- 
barrelled  benefit  which  is,  number  one,  you  will  get  one  shot  over 
that  2-year  period,  a  huge  flow  of  money  into  the  Treasury  to  offset 
the  deficit.  You're  not  stealing  it  from  the  future  because  it  never 
will  be  taken,  it  never  would  be  gotten. 

More  important  than  that,  you  would  release  capital  that  is  now 
in  companies  and  investments  that  people  really  don't  want  and 
they're  just  holding  until  the  grim  reaper  comes  along,  and  you 
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would  re-divert  that  money  into  other  parts  of  the  marketplace, 
and  bring  multiples  up  where  they  should  be. 

So  you  get  an  adjustment  of  capital  valuation.  I  throw  that  out. 
I  haven't  been  able  to  find  anybody  who  can  give  me  a  good  argu- 
ment against  the  perception,  perhaps,  politically,  that  will  give  an 
advantage  to  some  particular  class  of  people. 

I  believe  if  you  give  that  to  everybody  who  owns  property,  not 
just  stocks  and  bonds  and  so  forth,  you're  not  giving  an  advantage 
to  anybody.  An  idea. 

Senator  Faircloth.  Thank  you. 

Mr.  Sandner.  It  is  a  very  very  interesting  idea.  I'll  try  to  be  very 
brief  on  the  BTU  and  the  capital  gains  thing. 

I've  never  seen  a  country  prosper  by  raising  taxes  to  go  to  the 
public  sector.  It  just  doesn't  happen.  It's  sort  of  like  an  axiom. 
We're  in  a  position  to  do  that,  we  have  to  do  that  apparently  be- 
cause of  the  deficit.  And  the  capital  gains  is  the  same  principle,  so 
I  think  the  BTU  tax,  a  broad-based  tax  like  that  can  take  too  much 
money  out  of  the  system,  and  hurt  us  internationally  on  a  competi- 
tive basis. 

On  a  capital  gains  tax,  we're  running  the  wrong  way  down  a  one- 
way street.  The  rest  of  the  world  is  lowering  their  capital  gains 
taxes.  And  so  we're  going  the  wrong  way  there.  Enough  said  on 
those  points.  That's  my  view  on  that. 

But  I  was  invited,  on  the  very  point  that  you  talked  about,  Sen- 
ator Faircloth,  to  the  economic  summit.  I  think  it  ended  up  getting 
called  a  conference,  because  summit  raised  everybody's  expecta- 
tions too  much  in  Little  Rock,  Arkansas.  I  was  wondering  why  I 
was  invited  there,  because  I  didn't  think  that  really  President  Clin- 
ton would  want  to  hear  what  I  had  to  say,  but  I  was.  And  so  I  went 
down  there,  and  I  said,  basically  everything  that  you  just  said.  You 
could  have  just  gone  there  and  said  it  for  me. 

Senator  FAIRCLOTH.  I  wasn't  invited. 

[Laughter.] 

Mr.  Sandner.  But  maybe  people  would  have  listened  a  little  bit 
more. 

Actually,  I  was  encouraged  after  the  summit,  because  I  thought 
President  Clinton  began  to  embrace  those  kinds  of  ideologies,  and 
there  are  other  people,  like  Scully  from  Apple,  and  people  that 
were  down  there  that  talked  the  same  language. 

But  my  principal  message  was,  you  must  nourish  the  private  sec- 
tor, period.  That  you  cannot  produce  anything  in  the  public  sector 
worth  anything  unless  the  private  sector  is  nourished  and  grows 
and  jobs  are  produced,  and  you  don't  do  it  with  a  huge  tax  increase. 

This  model,  which  wasn't  developed  at  that  time,  I  was  there  to 
talk  on  Government  restructuring  and  economic  growth,  and  I 
talked  about  regulatory  morass.  This  model  here  takes  about  $400 
billion  or  million  right  out  of  the  administrative  costs,  but  what  it 
really  does  is  it  gives  back  so  much  money  that's  being  spent  on 
regulation,  billions  and  billions  of  dollars. 

Someone  gave  me  a  number  that  the  banks  spend  on  audits  and 
what-have-you,  something  like  $17.5  billion  just  on  audits  and  com- 
pliance. Not  that  they  wouldn't  still  have  to  spend  some  of  that 
here,  but  which  is  equal  to  the  profits  in  the  banking  industry. 
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If  you  could  give  some  of  that  money  back  to  the  private  sector, 
then  they  could  continue  to  grow  and  produce  more  jobs,  which 
would  increase  the  tax  base,  and  then  taxes  from  the  private  sector 
would  flow  into  the  public  sector  and  take  care  of  some  of  the  needs 
that  grow  in  the  public  sector  that  have  to  be  attended  to. 

This  particular  model  addressed  that  very  principle.  We  want  to 
be  functional,  cost-efficient,  and  user-friendly,  and  cut  administra- 
tive costs  and  also  cut  the  cost  of  regulation  that  you  don't  really 
see  because  it's  in  the  private  sector,  and  take  that  way,  then  they 
will  grow  and  produce  jobs. 

The  last  message  I  said  there  is  before  Government  passes  a  rule 
or  regulation  or  promulgates  a  tax  initiative,  and  this  is  a  quote. 
I  remember  the  quote,  because  I  must  have  said  it  ten  times  there, 
before  they  pass  a  tax  initiative  or  any  other  investment  initiative, 
they  should  ask  the  first  question,  which  had  not  been  asked  for 
a  while:  Does  this  help  the  private  sector? 

Notwithstanding,  you've  got  to  protect  the  public  and  the 
consumer — does  this  help  the  private  sector.  If  you  don't  ever  ask 
that  question,  you  forget  about  that.  That's  what  really  has  hap- 
pened in  a  subtle  way  over  a  period  of  20  or  30  years,  and  we've 
got  to  stop  that.  I  think  this  committee  meeting  and  discussing 
these  things  is  a  great,  great  message  that  we're  beginning  to  think 
about  stopping  that. 

Senator  Dodd.  I  don't  want  to  dwell  too  much  on  this,  but  if  I 
heard  anything  from  the  business  community  for  the  last  several 
years,  it  was  to  reduce  this  deficit.  When  are  we  going  to  have 
someone  in  public  life  and  the  Presidency  who's  got  some  guts  to 
stand  up,  instead  of  trying  to  pander  to  every  constituency  in  this 
country. 

No  one  wants  to  cut  agriculture,  no  one  wants  to  fool  around 
with  education,  and  everyone  wants  the  infrastructure  built. 

You  can  go  down  a  long  list.  As  old  Russell  Long  used  to  say, 
don't  tax  you,  don't  tax  me,  tax  the  fellow  behind  the  tree. 

I've  listened  to  President  Clinton.  During  his  economic  con- 
ference, a  lot  of  people  were  surprised  at  how  outspoken  people 
were  and  how  willing  he  was  to  listen  to  and  translate  some  of 
those  ideas. 

No  one  wants  to  touch  Social  Security,  vc  ore  wants  to  touch 
Medicare,  no  one  wants  to  touch  Medicaid,  a  ,  God  forbid  you  get 
near  veterans'  benefits  in  the  process. 

At  some  point,  we've  got  to  have  a  serious  determination  that 
we're  going  to  reduce  that  deficit.  If  we  don't,  it's  going  to  cripple 
this  country. 

The  idea  that  this  can  all  be  done  by  smoke  and  mirrors  is 
wrong.  We've  paid  a  price. 

It  jeopardizes  the  financial  security  of  this  Nation.  Are  we  going 
to  have  courageous  people  who  stand  and  look  their  constituents  in 
the  eye,  instead  of  pandering  to  them,  and  get  something  done. 

I  would  hope  the  deficit  reduction  is  still  something  the  business 
community  cares  about  because  that  was  the  speech  I  certainly 
heard  on  countless  occasions.  It  doesn't  get  done  by  smoke  and  mir- 
rors. It  gets  done  by  having  courage,  standing  up  and  talking  about 
striking  a  balance. 

Senator  Bond. 
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Senator  Faircloth.  Mr.  Chairman,  may  I  ask  a  question?  I  don't 
know  about  the  other  99,  but  I'll  cut  anything  you  read  off  in  that 
list,  and  vote  to  cut. 

Senator  Dodd.  OK,  well  you  may  get  a  chance  to. 

Senator  Faircloth.  You  bring  it  up. 

One  other  thing.  The  only  way  we're  going  to  ever  bring  the  defi- 
cit down  is  to  cut  spending.  Taxes  have  not  done  it.  We've  had  28 
tax  increases  in  32  years  that  haven't  done  anything  but  increase 
the  deficit,  and  every  one  of  them  was  supposed  to  bring  it  down. 
There's  no  reason  to  think  that  29  will  bring  it  down. 

Senator  Dodd.  No  one's  suggested  to  my  colleague  that  taxes 
alone  will  do  it.  It  takes  a  combination  of  things. 

Senator  Faircloth.  We  ought  to  cut  first. 

Mr.  Sandner.  Senator  Dodd,  can  I  just  say  one  thing?  After  that 
conference  in  Little  Rock,  I  thought  a  lot  of  good  things  happened. 

Rather  than  get  mired  down  in  raising  taxes,  lowering  taxes,  one 
of  the  things  that  happened  is  that  everybody  had  a  wake-up  call 
because  President  Clinton  did  stand  there,  and  sat  there  through 
that  entire  2  days  and  never  left  that  table. 

I  believe,  out  of  that,  came  the  national  performance  review 
which  has,  as  its  core  piece,  an  initiative  to  try  to  look  at  Govern- 
ment and  streamline  it  to  get  spending  down,  and  to  do  some  of 
these  things  that  have  nothing  to  do  with  taxes. 

I  was  really  encouraged  after  that  conference,  at  President  Clin- 
ton's allegiance  to  try  and  get  something  done  on  many  many 
fronts,  and  the  national  performance  review  that  has  been  an- 
nounced, about  a  month  or  so  ago,  that  Vice  President  Gore  is 
going  to  lead,  has,  as  that  initiative,  to  try  to  streamline  Govern- 
ment and  take  some  of  the  waste  out  of  there.  And  it  all  starts  to 
march  in  the  same  direction,  spending  cuts  and  trying  to  take  care 
of  the  deficit,  and  trying  to  make  us  more  competitive. 

Senator  Dodd.  I'm  sorry  my  colleague  from  North  Carolina  left, 
because  I  was  going  to  offer  him  the  opportunity  on  tobacco  sub- 
sidies to  see  how  serious  he  really  is. 

[Laughter.] 

Mr.  Sandner.  I  wish  he'd  come  in.  I'd  like  to  hear  it. 

Senator  Dodd.  In  this  business  you  don't  often  get  people  who 
have  courage.  That's  what  scares  me  to  death.  It's  easy  to  just  pan- 
der to  people. 

Anyway,  my  colleague  from  Missouri. 

OPENING  COMMENT  BY  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Mr.  Chairman,  I'm  sorely  tempted  to  get  into  this 
fascinating  conversation,  but  I  feel  constrained  to  narrow  the  dis- 
cussion. 

I've  got  to  say  to  Jack,  I  wish  you'd  been  a  little  more  forceful 
in  your  statement  in  Little  Rock,  and  maybe  had  a  little  more  im- 
pact. 

Mr.  Friedman,  I  can  appreciate  the  regulatory  burdens  that  you 
talked  about.  It  clearly  brings  back  to  our  attention  that  it's  not 
just  the  banking  industry  which  is  over-regulated.  I  think  in  this 
committee,  we've  got  to  address  the  broader  questions  of  over-regu- 
lation and  some  kind  of  simplification. 
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I  was  a  bit  struck  by  your  comment — and  I  came  in  just  as  you 
were  saying  that,  in  your  view,  Glass-Steagall  has  contributed  to 
the  growth  and  vitality  of  the  American  capital  markets,  allowed 
American  capital  markets  to  flourish  in  highly  innovative  ways 
that  would  not  have  been  possible  under  a  different  form  of  regula- 
tion. 

Basically,  you  were  able  to  be  profitable  because  you  kept  the 
banks  out.  You  were  flourishing,  but  your  colleague,  Mr.  Hartman, 
was  sliding  downhill.  Do  you  feel  there  was  a  little  protectionism 
in  that  that  enabled  you  to  flourish? 

Mr.  Friedman.  No. 

[Laughter.] 

Senator  Dodd.  You  were  surprised  at  that  answer,  weren't  you? 

Mr.  Friedman.  I  will  expand,  if  I  may.  We  are  not  afraid  of  com- 
petition. It  is  already  extremely  intense  and  we're  quite  prepared 
to  see  even  more  of  it. 

What  we  are  uncomfortable  with  is  competing  with  people  whose 
funding  is  backed  by  the  full  faith  and  credit  of  the  United  States 
in  the  form  of  deposit  insurance,  or  who  are  protected  by  the  too- 
big-to-fail  doctrine.  That  makes  not  for  tough  competition,  but  un- 
fair competition. 

We  have  been,  as  an  industry,  quite  open  to  approaches  which 
let  the  banks  set  up  affiliates  that  did  not  have  the  full  faith  and 
credit  of  the  United  States  behind  their  deposits,  and  were  not 
cocooned  by  doctrines  such  as  too-big-to-fail. 

I  also  would  take  exception  with  Mr.  Hartman's  comment  that 
banks  have  not  been  able  to  participate  in  the  most  profitable  parts 
of  the  securities  industry. 

The  merger  business,  for  instance,  is  an  extremely  profitable  part 
of  the  business  which  they've  always  had  the  legal  ability  to  par- 
ticipate in.  The  same  is  true  for  the  derivatives  business,  and  Gov- 
ernment bond  trading. 

This  is  an  extremely  complex  question,  but  from  our  standpoint, 
it  is  not  a  question  of  freezing  out  the  banks;  it's  freezing  out  com- 
petitors who  are  backed  by  the  United  States  Government. 

If  we  make  a  mistake,  our  customers  are  protected,  but  the  own- 
ers of  the  business  are  not.  Banks,  which  are  at  the  core  of  the 
money-creating  function  of  the  national  eco  ay,  need  a  different 
type  of  regulation. 

Senator  Bond.  So  if  we  do  get  rid  of  the  too-big-to-fail,  and  we 
do  build  walls  between  deposit  insurance,  you're  all  for  repealing 
Glass-Steagall? 

Mr.  Friedman.  The  SIA  was  forthcoming  with  compromise  ap- 
proaches several  years  ago,  when  this  topic  was  in  front  of  Con- 
gress and  has  worked  on  a  number  of  approaches  as  you  suggest. 

Senator  Bond.  Well,  we  look  forward  to  working  with  you. 

I  notice  that,  under  NAFTA,  you  can  open  a  bank  in  Mexico 
City? 

Mr.  Friedman.  Not  a  bank,  an  investment  banking  office. 

Senator  Bond.  Oh,  I  see.  Well,  given  all  of  the  revolutionary 
ideas  that  have  been  put  on  the  table  today,  I  think  that  you  may 
have  given  us  some  encouragement  to  go  farther  down  the  road. 

And  I  turn  back  to  Jack. 
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With  your  new  regulatory  scheme,  are  you  going  to  solve  the 
problem  that  the  Chairman  and  I  have  had  over  several  years  with 
the  exclusivity  clause?  Are  we  going  to  have  to  worry  about  wheth- 
er something  is  50  percent  more  or  less  futures?  Would  this  new 
regulatory  scheme  enable  free  trading  by  any  regulated  entity  in 
something  that  had  a  51-percent  futures  component? 

Mr.  Sandner.  Yes,  it  would  alleviate  that  in  this  regard.  But 
there  will  be  some  instruments  that  there  will  be  some  discussion 
about  where  it  belongs,  in  the  operational  division  of  the  securities 
markets,  or  in  the  risk-shifting  operational  division. 

However,  two  things  happen  that  are  different,  that  will  be  dif- 
ferent than  they  are  today. 

In  making  that  determination,  you  will  have  a  body  of  nine  peo- 
ple that  sit  down  immediately  and  have  a  discussion  on  it  and  a 
debate  on  it,  and  a  resolution  to  it,  so  we  don't  have  to  go  through 
years  and  years  of  debate  through  independent  regulatory  agencies, 
and  then  ultimately  look  to  Congress  for  some  relief,  and  it  goes 
on  for  a  year  and  2  and  3  years  and  gets  bogged  down  in  turf  bat- 
tles. There  will  be  a  nine-member  body  here,  the  Federal  financial 
service  regulatory  service  group  that  will  make  that  determination. 

Second,  I  believe,  because  of  the  coordination  and  the  safety  in 
the  system,  that  it's  very  likely  that  an  exchange  like  the  Chicago- 
Mercantile  Exchange,  if  it  was  held  to  be  a  security,  because  of  all 
the  safeguards,  and  because  of  the  coordination  and  the  harmoni- 
zation, and  the  lack  of  adversarial  turf-fighting,  that  we  would 
probably  be  able  to  trade  that  product  at  our  exchange  if  it  was  51 
percent  a  security,  if  we  got  down  to  that  kind  of  fine  line.  We 
would  still  be  able  to  trade  it,  but  under  the  operational  division 
of  investment  and  security  market. 

Because  you're  really  regulating  a  function.  So  if  you  define  it  as 
a  security,  because  it's  51  percent,  and  it  would  be  defined  very 
quickly  by  this  group,  because  that's  its  purpose,  to  move  things 
along  and  coordinate  them.  But  then  it  would  be  overseen  by  that 
particular  operational  division. 

So  I  think  it  would  take  away  all  of  this  turf  fight.  There  would 
still  be  healthy  competitive  tension  but  not  destructive  competitive 
tension  which  is  existing  today. 

Senator  Bond.  I  personally  don't  think  that  the  51-percent  test 
makes  much  sense,  but  we  were  not  successful  in  urging  that  point. 

But  let  me  turn  to  Mr.  Donaldson.  Do  you  have  any  problems 
with  the  futures  exchange  selling  securities  under  a  situation  like 
this,  a  system  like  that? 

Mr.  Donaldson.  Yes,  I  certainly  do. 

[Laughter.] 

I  think  that  the  thing  that  concerns  me,  long-haul,  is  the  whole 
future  of  the  cash  market  for  securities,  the  whole  future  of  the 
capital-raising  mechanism.  And  if  you  want  to  take  it  to  an  ex- 
treme, we  will  have  the  tail  wagging  the  dog,  in  the  sense  of  lots 
and  lots  and  lots  of  money  going  into  derivative  instruments,  and 
not  much  money  going  into  the  fundamental  cash  market  that  fi- 
nances this  country. 

You  were  not  here,  Senator,  but  I  alluded  to  that  in  my  testi- 
mony in  terms  of  my  belief  that  we've  got  to  take  a  good  hard  look 
at  the  long-term  implications  of  derivative  markets,  particularly 
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over-the-counter  derivative  markets,  but  more  important,  the  im- 
pact on  the  capital-raising  mechanism  in  this  country. 

A  homely  analogy  I  use,  and  excuse  me,  but  in  New  York  State, 
our  race  tracks,  if  you  will,  the  cash  market,  are  in  deep  trouble 
because  everybody's  in  the  betting  parlors  around  the  State  doing 
the  betting.  And  the  actual  fundamental  horse  racing  business  is 
in  trouble. 

Whereas  those  that  are  playing  in  and  around  it  are  doing  pretty 
well.  I  think  that  although  that's  a  homely  analogy  and  I  apologize 
for  it,  I  think  it's  something  that  we  have  not  done  enough  study 
on  in  terms  of  long-term  implications. 

Mr.  Sandner.  Can  I  just  say  one  thing? 

Senator  Bond.  I  was  going  to  jump  to  your  defense  and  say,  this 
is  probably  the  first  time  I've  ever  heard  anybody  from  the  securi- 
ties industry  analogizing  it  to  the  horse  track. 

[Laughter.] 

Mr.  Donaldson.  I  knew  it  was  dangerous,  Senator.  I  knew  it 
was  dangerous. 

Senator  Bennett.  I  was  going  to  recommend  that  you  find  an- 
other analogy  for  just  that  reason. 

Mr.  Sandner.  I  would  like  to  say,  if  we  wanted  to  trade  that 
product,  which  was  a  security,  we  could  form  a  securities  exchange, 
just  as  the  New  York  Stock  Exchange  formed  a  futures  exchange 
called  the  New  York  Futures  Exchange. 

What  I  think  this  agency  could  do  is  move  the  ball  forward  and 
try  to  rationalize  those  things  quickly  to  the  benefit  of  the  United 
States  of  America,  because  we  can  get  around  those  things  now,  in 
various  and  sundry  ways. 

Senator  Bond.  Mr.  Chairman,  this  is  a  fascinating  discussion.  I 
really  appreciate  your  having  this  panel.  I  may  submit  some  more 
questions  for  the  record. 

I  think  we  really  need  to  do  more  of  this  to  get  everybody  up  to 
speed  on  some  of  the  better  thinking  in  the  entire  financial  area. 

I  appreciate  all  of  you  being  with  us  today,  and  we  will  study 
your  written  testimony,  as  well  as  the  questions  and  answers. 

Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you,  very  much,  Senator  Bond. 

Senator  Bennett. 

OPENING  COMMENTS  BY  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman.  I  won't  prolong  it. 
I  know  the  hour  is  late.  I  apologize  for  coming  in  late.  I  have  dis- 
covered, as  one  who  made  his  living  in  the  time  management  busi- 
ness, that  time  management  does  not  occur  in  the  U.S.  Senate. 

I  have  the  feeling  that  we  are,  as  an  economy,  moving  into  an 
era  of  uncharted  waters  for  many  people.  And,  as  always  happens, 
there's  a  lot  of  uncomfort  or  discomfort  when  you  do  that.  It's  show- 
ing up  in  the  debate  over  NAFTA,  and  we  had  an  exchange  in  this 
room  recently  with  respect  to  NAFTA.  Many  Americans  don't  like 
the  idea  of  truly  global  competition  for  jobs,  for  manufacturing 
sites,  for  exports,  and  so  on. 

I  happen  to  be  a  militant  free-trader,  and  believe  the  most  pow- 
erful exporting  nation  in  the  world  is  the  United  States.  Therefore, 
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a  free  and  open-boundary  situation  will  only  benefit  the  United 
States.  For  that  reason,  I'm  a  strong  supporter  of  NAFTA. 

What  I've  heard  here  today  is  a  Tittle  of  the  same  thing.  Instead 
of  talking  about  factories,  products,  clothing,  food  and  auto- 
mobiles— that  you  can  touch  and  feel  and  taste — you're  talking 
about  a  world  market  for  securities. 

Tell  me,  if  I'm  wrong.  I  think  the  same  dynamics  need  to  apply 
with  respect  to  free  trade  for  securities  worldwide  as  apply  to  free 
trade  for  goods.  Is  that  a  fair  summary  of  what  you  are  trying  to 
tell  us? 

Mr.  Sandner.  Yes. 

Mr.  Friedman.  Yes. 

Mr.  Donaldson.  Yes. 

Senator  Bennett.  I  think  your  testimony  has  been  very  valuable 
here,  and  I  appreciate  your  perspective.  I  had  not  thought  of  the 
securities  industry  in  that  global  perspective  the  same  way  I  have 
thought  of  other  industries,  before  I  heard  you  here  today. 

Yes,  sir? 

Mr.  Friedman.  Senator,  I  think  your  perspective  is  totally  accu- 
rate. The  United  States  securities  markets  are  the  most  intensely 
competitive  in  the  world,  because  they  are  not  protected. 

You  don't  get  business  because  you  own  a  large  share  of  a  com- 
pany needing  your  services,  or  because  the  Government  makes  a 
decision  that  they  will  favor  this  particular  firm  versus  that  one  for 
some  other  reasons. 

You  get  business  because  your  costs  are  tightly  controlled,  your 
services  good,  and  you  are  creative.  The  result  is  that  when  U.S. 
firms  go  to  compete  abroad  against  local  firms  that  have  been  pro- 
tected from  competition  for  many  years,  we  are  capable  of  being 
very  very  effective. 

It  is  very  much  to  our  advantage  to  have  a  free  market  in  securi- 
ties. Here  in  the  United  States  we  are  capable  of  competing  effec- 
tively with  the  securities  firms  of  any  other  nation  in  the  world. 
There  are  enormous  benefits  to  companies  in  this  country  from  free 
markets,  from  being  able  to  access  capital  in  those  markets,  being 
able  to  access  ideas  that  were  created  in  other  markets,  and  then 
are  brought  back  to  these  shores. 

Senator  Bennett.  Thank  you.  I  appreciate  that  clarification. 

Is  the  concern  with  regulatory  over-burden  one  of  cost,  and  there- 
fore lack  of  competitiveness  in  a  world  where  other  people  don't 
have  the  same  kinds  of  costs?  Or  is  it  effectiveness  and  efficiency 
in  terms  of  removing  artificial  barriers  to  a  true  global  market?  Or 
both? 

Mr.  Riepe.  If  I  could  just  comment  on  one  part  of  that,  Senator. 
From  the  mutual  fund  point  of  view,  one. of  the  issues  is  that  the 
focus  has  been  on  the  nature  of  the  organization.  This  gets  to  that 
exclusivity  discussion,  the  nature  of  the  organization  that  gen- 
erates the  financial  service,  rather  than  the  financial  service  itself. 

If  a  mutual  fund  is  sponsored  and  advised  by  an  insurance  com- 
pany, by  a  bank,  by  a  broker-dealer,  by  an  independent  advisor, 
that  mutual  fund  should  be  regulated  in  the  same  manner.  And  in- 
vestors in  any  of  those  four  mutual  funds  should  have  identical  in- 
vestor protection  in  buying  into  those  funds,  regardless  of  the  na- 
ture of  the  organization  that  happens  to  be  associated  with  it. 
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So,  in  addition  to  the  points  that  you  made,  there  is  a  competi- 
tive aspect  to  it.  And  that  is  what  obviously  bothers  those  of  us 
that  are  on  the  wrong  end  of  that  competitive  imbalance. 

Senator  Bennett.  I  see. 

Mr.  Sandner.  Senator,  it's  both  of  what  you  say.  It's  probably 
cost  and  efficiencies.  It's  probably  less  the  former,  cost,  and  more 
the  efficiency,  but  one  really  goes  hand  in  glove,  because  if  you  deal 
with  the  efficiencies,  you  deal  with  the  costs.  For  example,  the  reg- 
ulatory model  that  I've  suggested  here  on  the  right,  if  you  look  in 
the  center  where  it  says,  professional  service  offices,  and  you  see 
the  cross-divisional  lines  of  examination  and  enforcement,  and  com- 
pare it  to  what's  over  there. 

Over  there,  you  have,  in  terms  of  costs  and  lack  of  efficiency,  you 
have  a  number  of  general  counsels,  a  number  of  chief  accountants, 
you  have  a  number  of  chief  economists  over  there.  Ahead  of  all  of 
these  are  involved  in  all  these  various  and  sundry  regulatory  agen- 
cies. 

Over  here,  all  of  that  is  handled  with  one  general  counsel,  one 
chief  accountant,  one  chief  economist,  centralized  in  a  professional 
service  division,  serving  all  of  the  operational  divisions  around  it. 
And  it's  much  more  functional. 

So,  yes,  you  do,  you  save  $300  to  $400  million  in  administration 
costs,  but  in  terms  of  efficiency,  it's  billions  is  what  you  save  for 
the  financial  services  industry. 

Senator  Bennett.  Not  to  revisit  the  issue  that  my  colleague  from 
North  Carolina  raised,  and  I  shall  be  glad  to  vote  with  you,  Mr. 
Chairman,  on  the  tobacco  subsidy. 

Senator  Dodd.  Representing  Utah  well,  I'll  tell  you  that. 

[Laughter.] 

That  s  a  dangerous  vote  out  there. 

Senator  Bennett.  A  very  easy  vote  where  I  come  from.  If  we 
move  to  a  more  free-flowing  across-the-borders  kind  of  securities 
world  that  we're  talking  about  here,  will  the  difference  in  capital 
gains  rates,  country-to-country,  begin  to  produce  some  kind  of  dis- 
tortion? I'll  stick  with  that  word  for  want  of  a  better  one. 

In  other  words,  a  nation  where  the  capital  gain  rate  is  zero  on 
taxation,  will  the  investors  in  that  nation  react  differently  to  oppor- 
tunities? And  will  this  cause  some  kind  of  a  flight  of  capital  from 
the  United  States,  if  we  have  a  perfect  world  of  free  trade? 

Would  American  capital  gains  rates  have  to  take  into  consider- 
ation competitive  capital  gains  rates  in  other  countries,  or  would 
the  issue  be  moot?  I'm  asking  the  question  without  any  preconcep- 
tions one  way  or  the  other.  I  really  want  to  know  what  you  think 
about  it. 

Mr.  Donaldson.  I'll  try  that. 

I  think  that  the  main  impact  of  lower  capital  gains  rates  is  a 
stimulation  of  the  economy  which  has  those  lower  rates,  and  in 
which  you  would  see  a  greater  mobility  of  capital,  less  capital  tied 
up  in  unproductive  investments,  moving  to  more  productive  invest- 
ments. That,  in  turn,  would  decrease  the  cost  of  capital  to  foreign 
companies. 

Senator  Bennett.  Foreign  countries  or  companies? 

Mr.  Donaldson.  Foreign  companies,  and  would  give  them  ulti- 
mately perhaps  a  competitive  advantage.  I  don't  tnink  you'd  see 
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American  capital  flowing  over  because  American  capital  will  be 
based  here,  and  subject  to  our  tax  rate. 

Mr.  Friedman.  May  I  take  a  crack  at  that,  Senator? 

Brain  power  also  flows  across  borders  and  smart  people  can  set 
up  their  business  in  silicon  valley  or  they  can  set  it  up  in  Southeast 
Asia. 

I'd  just  like  to  comment  on  one  aspect  of  lower  capital  gains 
rates. 

The  economic  thinkers  I  read  don't  know  how  to  solve  the  prob- 
lem that  we're  not  creating  jobs.  Instead  we're  creating  more  effi- 
ciency in  smaller  companies. 

The  answer  may  be  that  new  jobs  will  have  to  come  from  new 
technologies  which  develop  totally  new  products. 

We  have  a  tremendous  vested  interest  in  this  country  in 
unleashing  more  and  more  high  technology.  We  have  an  enormous 
advantage  in  the  fact  that  this  is  a  culture  where  we  have  so  many 
people  who  work  in  their  garages,  and  are  able  to  come  up  with 
new  products  which  then  lead  to  a  whole  new  industry,  which  cre- 
ates greater  employment. 

The  oxygen  for  those  start-up  businesses  is  venture  capital.  This 
ts  extremely  sensitive  to  capital  gains  rates.  When  I  talk  to  our  cli- 
ents who  have  started  high-tech  companies,  who  have  done  it  sev- 
eral times,  who  have  built  companies  which  have  led  to  very  profit- 
able employment  for  many  people,  and  have  been  good  enough  so 
they've  done  it  a  second  time  or  a  third  time,  I  find  that  what  they 
continually  emphasize,  in  accounting  for  their  success,  is  their  abil- 
ity to  obtain  venture  capital.  Its  availability  in  turn  is  profoundly 
influenced  by  the  capital  gains  rates. 

That's  just  one  aspect  of  the  capital  gains  issue.  I'll  leave  aside 
fairness,  for  inflation  adjustment  and  what  it  would  do  to  the  na- 
tional savings  rate.  But  I  think  access  to  venture  capital  is  crucial 
and  possibly  a  solution  to  some  of  our  problems. 

Senator  Bennett.  I  didn't  want  to  turn  this  into  a  revisit  of  that 
issue,  but  I  do  appreciate  your  responses,  and  I  think  it  is  appro- 
priate in  this  context. 

One  last  comment,  Mr.  Chairman.  We're  talking  about  the  free 
flow  of  opportunities  in  the  securities  industries  worldwide.  And  I 
think  perhaps  a  little  more  narrowly  focused  but  a  correlative  idea 
is  the  absolute  necessity  for  us  to  move  to  interstate  branching  for 
banks  so  that  we  can  have  the  movement  of  services  across  State 
lines. 

It  seems  to  me  equally  felicitous  to  be  able  to  move  clearly  across 
State  lines  as  to  move  across  national  borders.  I  assume  you  would 
not  disagree  with  that? 

Mr.  Hartman.  Thank  you  very  much,  Senator,  for  the  question. 
I  agree  with  it  completely. 

[Laughter.] 

Senator  Bennett.  I  think  our  Chairman  has  a  bill  to  do  that, 
which  I'm  going  to  do  my  best  to  cosponsor  with  him. 

Senator  Dodd.  It's  not  hard.  Just  a  little  name  signed  down 
there. 

[Laughter.] 

Senator  Bennett.  I  want  to  read  it  first. 

[Laughter.] 


34 

Senator  Dodd.  He's  only  been  here  a  few  months  and  he  wants 
to  read  things. 

[Laughter.] 

Senator  Bennett.  I  think  that's  something  we  ought  to  get  with. 

Senator  Dodd.  I'm  glad  you  brought  it  up.  That's  one  I  think  we 
have  agreed  on.  With  regard  to  that  issue,  we  may  face  some  prob- 
lems with  others  on  that  issue  on  the  floor,  but  it's  a  very  impor- 
tant issue  and  one  that  we  hope  to  move  on. 

I  didn't  mean  to  cut  you  off.  Do  you  have  anything  more? 

Senator  Bennett.  No,  I'm  through,  Mr.  Chairman. 

Senator  Dodd.  Let  me  hit  a  couple  of  final  questions.  You've 
been  very  generous  with  time,  and  I  appreciate  it. 

You've  got  a  plane  to  catch,  Mr.  Riepe,  and  I  don't  want  you  to 
miss  it,  but  let  me  ask  you  the  question  about  the  bank  mutual 
funds. 

Critics  raise  the  issue  of  disclosure.  I  wonder  if  you  might  discuss 
it,  and  Mr.  Hartman,  you  can  follow  up.  Do  you  have  any  rec- 
ommendations to  make  to  the  committee  on  dealing  with  that 
issue? 

Mr.  RffiPE.  I  think  there  are  two  aspects  to  that. 

One,  which  I  responded  to  earlier,  was  assuring  that  whatever 
the  nature  of  the  organization  that  sponsors  and  advises  a  mutual 
fund,  that  they  play  by  the  exact  same  regulations  as  all  the  other 
entities  who  offer  funds. 

Then  second,  which  speaks  a  bit  to  the  point  that  Steve  raised, 
and  that  is  that  there  are  not  other  benefits  being  brought  to  the 
distribution,  management  and  sponsoring  of  funds  by  banks  using, 
in  effect,  Government  subsidized  capital  to  support  those  efforts. 

And  third,  the  more  sensitive  issue  in  which  we  saw  the  worst 
case  of  it  perhaps  with  Mr.  Keating  with  the  bonds  of  the  parent 
of  the  bank  being  sold  on  the  bank  floor,  we  find  that  in  the  aver- 
age consumer's  eyes,  there  is  a  sense  of  safety  associated  with 
banking  institutions  because  of  the  Government  guarantee.  And 
therefore,  for  that  bank  to  begin  to  offer  other  kinds  of  risk-bearing 
products  that  are  quite  different,  I  think  there  have  to  be  some 
cautions  and  barriers  put  up  that  would  separate  those  product  of- 
ferings so  that  the  individual  consumer  is  not  confused. 

I  think  those  are  not  insoluble  problems.  Certainly  our  industry 
has  proposed  several  approaches  to  that  problem,  and  they  are  not 
designed  to  keep  banks  from  distributing  mutual  funds,  but  they 
are  designed  to  provide  the  kind  of  investor  protections  that  I  think 
are  absolutely  necessary. 

And  it  requires  some  separation,  perhaps  not  letting  the  same 
teller  who  can  sell  you  a  CD  also  sell  you  a  mutual  fund,  or  sell 
you  a  common  stock,  for  that  matter,  or  a  bond.  I  think  those 
things  are  soluble,  but  they're  very  very  important. 

Senator  Dodd.  Great.  I  appreciate  that. 

If  you've  got  any  additional  thoughts  we'd  like  to  hear  them  at 
the  committee. 

You're  excused  to  catch  that  plane,  if  you  want. 

Mr.  Hartman. 

Mr.  Hartman.  Chairman  Dodd,  I  would  certainly  agree  with 
those  comments.  We,  at  NationsBank,  take  that  differentiation 
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very  seriously.  And  we  really  focus  on  three  areas  to  make  certain 
that  we  do  adhere  to  all  the  regulations. 

We,  at  NationsBank,  have  the  opportunity  to  work  with  almost 
all  of  those  organizations  on  Jack's  chart  to  the  left.  And  what 
we're  doing  is  we're  going  way  out  of  our  way,  spending  large  cap- 
ital dollars  and  applying  personal  resources  to  provide  information 
to  our  people,  to  train  our  people,  and  then  to  see  that  our  folks 
really  do  what  the  information  and  the  training  calls  for. 

Senator  Dodd.  If  you  walk  into  a  bank,  they  have  a  different  con- 
cept of  the  risks  they're  taking  with  their  dollar  than  when  they 
show  up  at  the  other  end  of  the  table  here. 

The  average  person  may  not  understand  everything  relating  to 
financial  services,  but  they  seem  to  have  a  clear  understanding 
when  they  are  dealing  with  a  bank. 

Mr.  Hartman.  The  banking  industry  must  go  out  of  its  way  to 
make  sure  that  the  investor  understands  and  differentiates  be- 
tween those  products. 

Senator  Dodd.  That's  very  important.  We're  not  seeking  to  come 
up  with  a  lot  of  cumbersome  rules.  Do  you  have  some  additional 
ideas  as  to  how  we  can  be  helpful  in  that  regard? 

We  want  to  promote  the  idea  that  people  participate  in  their  own 
long-term  financial  security.  It's  critically  important,  and  we'll  get 
more  interest  if  people  understand  what's  involved. 

Otherwise,  customers  come  screaming  at  Senator  Bennett  or  me, 
why  haven't  we  done  more  to  protect  them.  "They  didn't  know"  is 
the  predictable  response  we  get  from  our  constituents. 

I  appreciate  your  comment  on  that. 

Steve,  I'd  like  to  raise  a  question  regarding  derivative  products. 
We've  had  testimony  here  this  morning,  pointing  out  the  obviously 
important  and  positive  function  of  swaps.  Earlier  I  asked  Jack  how 
one  regulatory  scheme  might  have  affected  swaps. 

Obviously,  they've  been  developed  because  businesses,  institu- 
tions, and  investors  want  them  to  be  used  to  hedge  against  various 
risks. 

How  do  you  know  how  effectively  Goldman  and  other  firms  are 
managing  the  risks?  I'm  not  singling  out  Goldman,  but  do  you 
think  this  is  a  legitimate  concern  for  us? 

To  what  extent  should  we  and  the  regulators  be  looking  at  this 
as  a  way  of  managing  it  better? 

Mr.  Fresdman.  I  think  it  is  a  legitimate  object  of  concern. 

The  entire  derivatives  business  is  being  studied  by  a  number  of 
organizations,  the  Group  of  30  and  the  Bank  for  International  Set- 
tlements, for  example.  I  am  very  hopeful  that  a  Code  of  Best  Prac- 
tices will  come  out  of  these  studies,  that  will  be  very  useful  to  the 
industry. 

Frequent  warnings  from  regulators,  including  Gerald  Corrigan, 
head  of  the  Federal  Reserve  Bank  in  New  York,  have  focused  firms 
on  the  need  for  great  care  in  developing  their  internal  risk  control 
mechanisms. 

A  Best  Practices  Code  will  make  sure  that  senior  management 
will  focus  on  these  risks  and  set  appropriate  risk  limits. 

We'll  know  a  lot  better  how  we  should  be  dealing  with  these  over 
the  course  of  the  next  year  as  some  of  these  studies  are  completed. 

Senator  Dodd.  OK.  Jack  or  Bill,  if  you  want  to  comment? 
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Mr.  Sandner.  Yes,  I'd  like  to  say  something  about  that. 

And  just  sort  of  superimpose  that  swap  issue  into  that  regulatory 
model,  I  think  it  takes  care  of  all  the  concerns  that  everyone  has 
been  talking  about.  Today,  swaps,  which  are  a  marvelous  piece  of 
financial  engineering,  and  in  our  exchange,  contrary  to  what  some 
might  have  argued,  is  a  tremendous  beneficiary  of  the  swaps  mar- 
ket. 

Our  Eurodollar  market,  which  is  the  biggest  trading  product  in 
the  world  today,  as  far  as  we're  concerned,  nas  grown 
exponentially,  not  by  accident,  at  the  same  time  that  the  swaps 
market  has.  So  we're  the  beneficiary  of  it.  But  if  you  look  at  swaps, 
they  are  a  risk-shifting  instrument.  You  referred  to  that,  Mr. 
Chairman.  It's  a  risk-shifting  instrument. 

Who  is  putting  the  swaps  together?  It's  the  security  firms,  the  in- 
vestment banks  and  banking  firms  and  other  types  of  shops. 

So  who  regulates  it?  And  Corrigan  and  everybody's  talking  about 
well,  it's  off  the  balance  sheet  at  the  Bank  of  New  England.  It's 
over  here  on  an  investment  banking  firm's  books,  and  nobody  quite 
knows  who  should  regulate  it.  And  even  though  some  would  say, 
in  the  swaps  world,  we  don't  want  to  be  regulated  at  all,  I  think 
the  better  thinkers  in  the  swaps  world  would  say,  all  we  really 
want  is  some  certainty  here.  We  don't  want  to  just  jump  in  and 
say,  regulate  us,  because  who's  going  to  regulate  us.  How  many 
people  are  going  to  regulate  us? 

Senator  Dodd.  That  was  my  point  to  you  earlier,  Jack.  Let's  as- 
sume we've  been  able  to  sort  that  out,  and  have  decided  who  was 
going  to  do  it.  I'm  not  sure  the  vehicle  would  have  been  as  attrac- 
tive. That  was  my  point. 

Mr.  Sandner.  Here's  what  would  happen.  It's  a  risk-shifting  in- 
strument. It's  under  the  operational  division  of  risk-shifting  instru- 
ments. The  systemic  risk  it  creates,  whether  it's  at  a  bank,  whether 
it's  a  securities  firm,  wherever  it  is,  it's  rationalized  and  coordi- 
nated through  the  operational  division  of  prudential  and  systemic 
risk  that's  looking  over  the  whole  panoply  of  systemic  risks 
throughout  the  financial  services  industry.  It  is  very  very  coordi- 
nated and  simple,  and  it  takes  care  of  that  problem. 

Senator  Dodd.  Bill. 

Mr.  Donaldson.  I  would  just  add  that  Steve  is  absolutely  right 
in  terms  of  the  heightened  awareness  of  many  institutions  that  are 
engaged  in  this  business. 

I  think  there  are  two  other  things  that  I  might  add. 

One  is  that  I  don't  think  we  can  have  too  much  information  on 
what's  going  on  out  there.  I  encourage  the  Bank  for  International 
Settlements,  Corrigan,  or  ourselves  at  the  New  York  Stock  Ex- 
change, everybody  who  has  a  slightly  different  angle,  slightly  dif- 
ferent regulatory  responsibility,  to  get  in  there  and  find  out  what's 
going  on,  because  what's  going  on  keeps  changing. 

And  the  second  thing  is  disclosure.  It  seems  to  me  that  we  may, 
probably  ought  to,  move  toward  greater  disclosure  of  off-balance 
sheet  risks. 

I  think  people  who  depend  upon  the  credit  of  a  bank  or  an  insur- 
ance company  or  an  investment  firm  are  entitled  to  know  what  sort 
of  risks  are  out  there.  And  I  think  we  might  move  to  that. 

Senator  Dodd.  I  appreciate  that. 
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My  last  question  here  for  you  is  an  open-ended  one.  Let  me  just 
state  my  own  personal  point  of  view,  because  this  has  come  up 
again. 

It's  one  thing  to  lose  market  share  in  textiles  and  other  indus- 
tries in  this  country.  Nobody  likes  to  see  that.  We  all  wish  we  could 
hold  on  to  these  various  industries. 

I  think  we  all  understand  labor-intensity  and  cost  factors  and  the 
markets  that  exist  elsewhere. 

Losing  market  share  in  financial  services  is  an  unacceptable  con- 
clusion to  this  Senator.  There's  no  reason  in  the  world  for  that  to 
happen  here.  I  don't  like  it,  and  I  wish  we  could  come  out  with  a 
different  result.  In  this  area,  I  don't  understand  it. 

If  we  fail,  it  will  be  a  mistake  of  historic  proportion  and  we'll 
have  no  one  to  blame  but  ourselves,  because  we  know  the  threats 
are  there. 

To  not  work  together  to  try  and  come  up  with  some  answers 
here,  and  to  watch  this  slip  away  from  us  is  unforgivable,  in  my 
view,  absolutely  unforgivable. 

I  just  want  to  underscore  that  point.  It's  the  intention  of  this 
subcommittee,  and  I  think  I  speak  for  a  number  of  us  who  sit  on 
the  full  committee  here,  that  we're  determined  not  to  let  that  hap- 
pen. 

As  far  as  this  Chairman  goes,  I  take  the  issue  of  foreign  listings 
very  seriously.  I  want  us  to  work  very  hard  right  away  on  that 
issue. 

I  wish  we  could  move  on  interstate  banking.  We'll  try,  but  any- 
thing you  can  do,  by  talking  to  other  people,  will  be  helpful.  We 
face  the  notion  that  these  big  financial  institutions  are  going  to 
come  and  raid  local  community  bankers  on  Main  Street. 

That's  ridiculous  in  this  day  and  age.  That's  not  the  case  at  all. 
In  fact,  the  local  bank  isn't  exactly  inviting  their  local  small  busi- 
nesses to  come  in  and  borrow  these  days.  They're  into  Treasuries 
and  lots  of  other  things.  So  we've  got  to  break  through  that  mental- 
ity, if  we  can. 

Concerning  Glass-Steagall,  we've  been  down  this  road  so  many 
times.  Putting  aside  where  you  come  out  on  this  thing,  as  a  prac- 
tical matter,  I  don't  see  us  going  anywhere  with  this  issue. 

We've  got  a  problem  on  the  House  side  that  we  haven't  been  able 
to  get  through.  So  for  those  who  want  to  get  in  that  to  spend  a  lot 
of  time  on  that  issue  and  take  away  from  the  interstate  banking 
and  other  issues,  I  think  would  be  a  waste  of  our  time  in  some 
ways. 

Having  said  that,  I'd  like  to  know  your  quick  assessment.  If  you 
were  sitting  up  where  Senator  Bennett  and  I  are,  and  you  had  Ar- 
thur Levitt  about  to  come  before  you,  and  you'd  like  to  see  the  SEC 
set  some  priorities,  what  would  you  want  the  priorities  of  the  SEC 
to  be?  I  understand  what  you'd  like  us  to  do  up  here.  What  would 
you  like  them  to  do,  Bill,  if  you  had  a  quick  tick-off?  If  you  want 
to  get  back  to  us  later  with  a  more  detailed  answer  on  this  one, 
that's  fine. 

Mr.  Donaldson.  Yes.  I  think  domestically,  the  most  important 
thing  that  I  would  like  to  see  the  SEC  address  is  the  fact  that  one 
of  the  reasons  that  we  have  the  largest  marketplace  in  the  world, 
and  a  competitive  advantage,  is  we  are  customer-oriented. 
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In  other  words,  and  this  is  not  rhetoric,  the  customer  comes  first, 
the  intermediary  or  the  dealer  stands  behind  the  customer  in  terms 
of  execution. 

I  believe  that  we  are  in  a  dangerous  trend  toward  what  I  would 
call  dealerization  within  this  country,  the  injection  of  the  dealer 
ahead  of  the  customer  in  terms  of  trading  securities.  And  I'm  now 
talking  about  listed  securities. 

So  my  number  one  priority  would  be  to  take  a  look  at  the  abuses 
that  are  creeping  into  our  system  because  I  think  if  the  customer 
loses  confidence  in  the  system,  which  is  our  greatest  competitive 
advantage,  we  will  lose.  Even  with  our  arm  tied  behind  our  back 
on  foreign  listings,  we're  still  the  largest  securities  market  in  the 
world.  Why  are  we  the  preferred  market? 

Senator  Dodd.  Confidence. 

Mr.  Donaldson.  Because  the  customer  comes  first,  that's  num- 
ber one.  Then  right  up  there  close  to  it  is  what  we've  all  been  talk- 
ing about,  the  whole  foreign  issue.  And  I  would  like  to  say,  I'm 
sorry  the  Senator  left  in  terms  of  the  implication  that  what  we're 
saying  is  somehow  we  want  to  diminish  the  standards  in  this  coun- 
try for  listing,  somehow  that  we  want  to  have  a  regulatory  arbi- 
trage and  give  an  advantage  to  foreign  companies  coming  in. 

Nothing  could  be  further  from  the  truth.  It's  simply  our  belief 
that  American  accounting  is  not  the  be  all  and  end  all;  there  are 
other  accounting  standards  in  other  developed  countries  that  are 
every  bit  as  good  as  ours.  They're  cultural  to  that  country,  and  we 
believe  there  is  an  opportunity  to  adhere  to  getting  out  the  infor- 
mation that  investors  need,  but  not  doing  it  by  a  blind  adherence 
to  an  accounting  structure  that,  itself,  is  under  question  in  this 
country. 

So  I  just  want  to  make  very  clear,  for  the  record,  that  we  are  not 
in  any  way  advocating  a  reduction  in  information  given  to  inves- 
tors. We  simply  think  there  are  different  ways  of  getting  at  that 
and  protecting  investors  who  want  to  invest  in  foreign  securities. 

Senator  Dodd.  Jack. 

Mr.  Sandner.  Of  course,  we're  not  under  the  umbrella  of  the 
SEC,  but  I  understand  very  well  what  goes  on  there  at  the  CFTC. 

I  think  first  and  foremost  that  the  SEC  must  get  themselves  into 
a  mindset  that  the  securities  industry  in  the  United  States  of 
America  is  global  and  it's  international,  and  reflect  that  in  the 
types  of  things  that  they  do  with  the  institutions  in  the  United 
States  of  America,  such  as  the  foreign  listings  and  the  accounting 
issues  and  these  kinds  of  things. 

Second,  I  think  that  they  should  bring  to  bear  a  philosophy,  as 
the  CFTC  and  I  think  the  other  regulatory  agencies  should,  a  new 
philosophy,  more  of  a  private  sector  philosophy,  wanting  the  pri- 
vate sector  to  be  successful,  while  protecting  the  public. 

If  they  bring  that  philosophy,  and  if  it's  directed  from  here  that 
you  have  that  philosophy,  I  think  they  would  temper  some  of  the 
things  they  do  because  a  rule  is  a  rule  is  a  rule,  but  how  it's  meted 
out  and  how  it's  interpreted  and  how  it's  implemented  can  be  very 
very  different,  depending  on  the  regulatory  mindset.  I  think  that 
mindset  has  to  change.  The  private  sector  is  not  Darth  Vader.  You 
don't  have  to  regulate  it  in  the  fashion  that  it's  very  often  regu- 
lated. 
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Senator  Dodd.  Stephen. 

Mr.  Friedman.  My  comments  would  very  much  underscore  what 
Bill  and  Jack  said. 

Over  the  years,  the  regulators'  role  vis  a  vis  the  securities  indus- 
try and  the  capital  markets  has  been  seen  as  making  sure  that  the 
rules  were  obeyed.  No  one  can  question  that. 

But  I  don't  think  there's  been  quite  the  same  acknowledgment 
about  the  successes  of  the  industry  and  a  corresponding  philosophi- 
cal approach  of  supporting  the  industry;  I  believe  that  many  of  our 
foreign  competitors  have  that  advantage. 

This  is  not  to  negate  the  obligation  that  the  rules  are  being  fol- 
lowed. I  hope  that  Arthur  Levitt  will  have  that  philosophy.  That 
is  crucial. 

I  would  next  note  that  there's  been  a  consistent  theme  here 
today  about  the  necessity  for  a  fresh  look  at  the  regulatory  struc- 
ture, and  ultimately  we  need  to  do  that. 

This  committee  is  certainly  at  the  crucial  spot.  The  SEC  is  also 
a  vital  source  of  technical  expertise  for  taking  that  kind  of  fresh 
look.  And,  this  committee  might  encourage  the  SEC  to  do  that. 

Senator  Dodd.  I  appreciate  that. 

Mr.  Hartman.  Chairman  Dodd,  all  of  us  here  at  the  table  are 
really  involved  in  putting  capital  to  work.  Over  the  past  5  years  in 
our  country,  there  has  been  an  intense  focus  on  stamping  out  and 
avoiding  all  risk.  And  when  you  stamp  out,  eliminate  all  risk,  as 
opposed  to  developing  a  constructive  fashion  to  control  risk,  terrible 
things  happen. 

I  would  just  like  to  point  out  to  the  committee  here,  that  whether 
it's  a  bank  loan,  or  whether  we  sell  a  security,  that  puts  capital  to 
work,  as  does  raising  taxes,  as  does  deficit  spending. 

Selling  securities  and  making  bank  loans  is  a  lot  more  fun,  and 
we'd  all  like  to  get  back  in  the  business  of  selling  more  securities, 
making  more  bank  loans  if  they're  in  an  environment  and  with  an 
understanding  that  there's  apt  to  be  a  loss  at  some  point  down  the 
road. 

I  think  Chairman  Greenspan's  speech  on  May  6  was  very  good. 
It's  well  thought  out,  and  it  points  out  what  happens  to  a  firm,  to 
an  industry,  to  a  country  that  stamps  out  all  risk. 

We've  gotten  to  the  point  now  that  we  have  to  develop  a  fail-safe 
system.  We  will  lose  if  we  do  that. 

Senator  Dodd.  I  don't  disagree  with  you  at  all.  It's  important  for 
people  to  be  informed,  so  that  they  enter  a  transaction  with  their 
eyes  open.  They  must  be  aware  of  potential  pitfalls.  That's  our  job. 

I've  kept  you  a  long  time,  almost  2V2  hours.  I'm  very  grateful  to 
you  for  your  presence  here. 

I  don't  know,  Bob,  if  you  have  any  additional  questions  that  you 
wanted  to  raise. 

[No  response.] 

We'll  probably  have  some  additional  written  ones  for  you. 

It's  been  very  helpful. 

We'd  like  to  stay  in  touch  with  you.  Please  feel  free  to  contact 
us  with  any  additional  thoughts  you  may  have  on  some  of  the 
points  that  were  raised  here  this  morning. 
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We've  got  a  number  of  important  pieces  of  legislation  we  want 
to  move  out  of  this  committee.  I  hope  you  realize  how  much  you 
have  helped  toward  that  end. 

Your  representatives  in  this  town  have  been  tremendously  con- 
structive and  supportive  in  giving  us  good  perspective  on  where 
your  various  customers  and  industries  stand  on  some  of  these  ques- 
tions. 

As  a  subcommittee  chairman,  I'm  grateful  for  that  input.  We'll 

keep  at  it. 

Jack,  we're  going  to  pursue  the  regulatory  question  and  raise  it 
with  Mr.  Levitt  and  others  to  get  their  views  and  thoughts  as  well. 

I  thank  all  of  you  for  coming  here  this  morning. 

The  subcommittee  stands  adjourned. 

[Whereupon,  at  1:25  p.m.,  Thursday,  May  20,  1993,  the  sub- 
committee was  adjourned,  subject  to  call  of  the  Chair.] 

[Prepared  statements  and  additional  material  supplied  for  the 
record  follow:] 
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WILLIAM  H.  DONALDSON 

Chairman  and  Chief  Executive  Officer 

New  York  Stock  Exchange,  Inc. 

The  U.S.  stock  markets  are  at  a  critical  juncture.  While  regulatory  policy  in  this 
country  has  historically  focused  on  the  competition  within  our  own  borders,  the  in- 
creasingly international  nature  of  our  financial  markets  no  longer  allows  us  to 
maintain  such  a  limited  focus.  Rather,  we  must  consider  ways  to  enhance  our  stock 
markets  so  that  they  are  better  able  to  compete  in  the  international  arena. 

The  New  York  Stock  Exchange  believes  that  there  are  four  general  areas  that  re- 
quire regulatory  attention  to  enhance  our  competitive  posture: 

First,  since  the  adoption  of  the  1975  Amendments  to  the  Exchange  Act,  there  has 
been  an  almost  exclusive  focus  on  increasing  competition  between  the  auction  and 
dealer  markets  in  listed  stocks.  Unfortunately,  that  policy  is  leading  to  a  dilution 
of  the  quality  of  both  markets.  The  more  appropriate  focus  would  be  on  enhancing 
the  unique  attributes  of  each  of  these  markets:  the  dealer  market  provides  liquidity 
for  smaller  companies  that  need  dealer  support,  while  the  agency-auction  market  al- 
lows for  the  direct  interaction  of  customer  orders  and  is  the  fairest  and  most  effi- 
cient pricing  mechanism  for  securities  that  have  a  sufficient  investor  base  to  support 
such  trading.  As  a  general  matter,  Congress  and  the  SEC  should  look  with  disfavor 
on  any  market  practice  that  impedes  the  interaction  of  customer  orders  in  listed  se- 
curities. 

Second,  there  has  been  a  marked  increase  in  the  U.S.  retail  investor  interest  in 
npn-U.S.  securities.  Currently,  U.S.  investors  must  trade  many  of  these  securities 
in  either  foreign  markets,  which  are  generally  less  liquid  and  efficient  than  U.S. 
markets,  or  in  the  least  regulated,  least  efficient  U.S.  market.  The  major  U.S.  stock 
markets  are  totally  precluded  from  competing  in  the  trading  of  these  securities.  U.S. 
regulatory  policy  should  encourage  the  trading  of  world-class  foreign  stocks  on  our 
world-class  markets,  while  continuing  to  provide  U.S.  investors  with  access  to  com- 
plete and  meaningful  financial  information  regarding  these  securities.  That  can  best 
be  achieved  in  the  long  term  through  harmonization  of  worldwide  accounting  stand- 
ards. However,  a  necessary  interim  solution  is  to  develop  a  system  of  global  recogni- 
tion of  accounting  standards  coupled  with  protections  required  by  the  trading  mar- 
kets to  provide  investors  with  appropriate  disclosure  concerning  these  securities. 

Third,  the  explosive  growth  of  trading  in  derivative  products  raises  a  number  of 
concerns.  Further  study  is  necessary  to  understand  what  effect  these  products  are 
having  on  the  liquidity  of  our  markets  and  the  capital  raising  process  in  general. 
In  addition,  these  products  can  lead  to  increased  market  volatility;  while  the  mar- 
kets have  taken  a  number  of  steps  to  address  this  volatility,  further  study  of  this 
area  is  also  necessary.  Moreover,  the  growth  of  off-exchange  traded  derivative  prod- 
ucts pose  systemic  risks  to  our  capital  markets  that  have  not  been  fully  explored. 

Finally,  our  ability  to  compete  here  and  abroad  is  hampered  by  a  lack  of  func- 
tional regulation  of  our  domestic  markets.  The  current  Exchange  Act  regulatory 
structure  imposes  the  most  significant  regulatory  barriers  on  the  largest,  most  effi- 
cient and  best  capitalized  U.S.  markets.  In  contrast,  start-up  enterprises  are  subject 
to  significantly  less  regulation  and  have  a  much  greater  ability  to  respond  to  com- 
petitive pressure.  Congress  should  consider  amending  the  Exchange  Act  provisions 
governing  review  of  SRO  rule  changes  so  that  those  provisions  do  not  stifle  innova- 
tion or  limit  the  ability  of  established  markets  to  compete.  While  regulatory  policy 
should  provide  innovative  trading  systems  with  an  initial  grace  period  before  being 
subject  to  full  regulation,  ultimately  all  markets  performing  similar  functions  should 
be  subject  to  similar  regulation. 

William  H.  Donaldson  Testimony  before  the  Securities  Subcommittee 

May  20,  1993 

Mr.  Chairman  and  Members  of  the  Committee.  My  name  is  William  H.  Donaldson 
and  I  am  Chairman  and  Chief  Executive  Officer  of  the  New  York  Stock  Exchange. 
Thank  you  for  this  opportunity  to  present  the  NYSE's  perspective  on  major  issues 
facing  the  nation's  financial  markets. 

Testifying  with  me  today  are  representatives  from  a  commodities  market,  a  com- 
mercial bank,  an  investment  bank,  and  a  money  management  firm.  Since  these  gen- 
tlemen will  be  able  to  provide  their  unique  perspectives  on  the  major  issues  they 
face,  I  will  focus  on  the  area  that  most  directly  involves  the  NYSE,  the  market  for 
raising  equity  capital  and  for  trading  equity  securities. 

The  U.S.  stock  markets  are  at  a  critical  juncture.  It  has  been  20  years  since  Con- 
gress last  conducted  a  thorough  examination  of  these  markets,  an  examination  that 
led  to  the  Securities  Acts  Amendments  of  1975  (1975  Amendments).  The  focus  of 
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that  review  was  on  ways  to  increase  the  competitiveness  of  the  U.S.  markets,  with 
the  result  being  the  Congressional  directive  to  develop  a  "National  Market  System" 
(NMS)  for  the  trading  of  securities,  a  system  that  continues  to  evolve  in  our  current 
rapidly-changing  environment. 

As  Congress  begins  its  current  review  of  the  financial  markets,  the  focus  can  no 
longer  be  solely  on  the  competitiveness  of  the  markets  that  operate  within  our  bor- 
ders. Rather,  the  competition  in  which  we  engage  has  become  truly  international. 
Markets  in  Europe,  Asia  and  elsewhere  in  the  Americas  compete  with  our  markets 
for  supremacy  in  the  trading  of  financial  instruments.  We  must  provide  our  finan- 
cial markets  with  every  opportunity  to  compete  as  effectively  as  possible  in  this  new 
environment,  thus  fostering  economic  growth  and  job  creation.  At  the  same  time, 
we  must  also  ensure  that  our  markets  continue  to  provide  the  high  level  of  investor 
protection  that  has  always  been  the  hallmark  of  the  U.S.  market  system. 

History  provides  us  with  an  important  insight  as  to  what  can  happen  if  we  do 
not  meet  today's  competitive  challenges.  Not  much  more  than  100  years  ago,  there 
were  as  many  as  10  stock  markets  in  New  York  City  alone,  and  the  NYSE  was 
merely  one  local  or  regional  market  among  many.  Innovations  such  as  the  Ex- 
changes decision  to  provide  quotations  and  last  entry  information  on  a  nationwide 
basis,  and  the  ability  to  adapt  to  changing  competitive  conditions  allowed  the  NYSE 
to  grow  into  the  largest  stock  market  in  the  world. 

The  New  York  Stock  Exchange  intends  to  continue  to  innovate  and  compete.  How- 
ever, if  regulatory  policy  inhibits  our  ability,  and  the  ability  of  the  other  U.S.  mar- 
kets, to  build  on  their  strengths  and  compete  as  global  markets,  we  run  the  risk 
of  the  U.S.  markets  as  a  whole  becoming  a  regional  market  place  in  an  international 
environment.  We  cannot  afford  to  let  this  happen. 

Before  addressing  my  specific  views  on  how  we  can  enhance  the  competitive  pos- 
ture of  the  U.S.  stock  markets,  I  would  like  to  provide  briefly  some  background  on 
both  the  NYSE  and  the  current  market  structure  for  trading  stocks  in  the  United 
States. 

The  NYSE 

The  NYSE  was  founded  in  1792,  not  long  after  this  country  was  established.  Cur- 
rently, we  have  more  than  500  member  firms  that  trade  the  stocks  of  more  than 
2,100  listed  companies  with  a  total  market  capitalization  of  over  $4  trillion.  This 
accounts  for  86  percent  of  the  total  market  capitalization  of  all  publicly  traded  do- 
mestic companies. 

We  also  perform  the  function  of  a  "self  regulatory  organization"  (SRO),  regulating 
all  trading  on  the  NYSE,  reviewing  the  financial  and  operational  soundness  of  our 
member  firms,  overseeing  the  qualifications  of  member  firm  personnel,  and  regulat- 
ing our  member  firms'  dealings  with  their  customers.  It  is  the  role  of  SRO's  like 
ourselves,  along  with  the  state  and  Federal  regulatory  agencies  and  the  Congress, 
to  provide  an  open,  fair  and  efficient  market  for  all  investors.  No  other  country  has 
been  as  successful  as  the  United  States  in  combining  the  market  and  regulatory 
functions  in  a  single  entity. 

Our  market  fulfills  four  fundamental  functions  for  its  constituents  and  for  the 
economy  in  general: 

•  First,  it  supports  the  raising  of  new  capital.  Without  a  large,  liquid  secondary 
market  where  stocks  can  be  traded,  there  would  be  very  limited  interest  in  buying 
stocks  of  established  companies,  let  alone  entities  first  seeking  public  capital. 

•  Second,  a  fair  and  liquid  stock  market  provides  a  highly  attractive  mechanism  to 
encourage  and  channel  the  savings  of  individuals  and  investors  into  equity  invest- 
ment. Ii  we  are  serious  about  encouraging  savings  and  investment  in  this  country, 
we  need  a  stock  market  that  is  fair,  efficient  and  open  to  investors  of  all  sizes. 

•  Third,  through  the  interplay  of  millions  of  individuals  and  thousands  of  institu- 
tions and  investment  professionals,  the  balancing  of  supply  and  demand  leads  to 
accurate  price  discovery.  Accurate  pricing  permits  listed  corporations  to  raise  cap- 
ital at  the  lowest  possible  cost. 

•  Finally,  as  an  SRO,  we  operate  as  the  primary  regulator  for  our  market  and  for 
our  member  firms.  Subject  to  SEC  oversight,  we  regulate  our  members  and  mem- 
ber organizations  for  compliance  with  the  Exchange's  own  rules,  as  well  as  the 
Exchange  Act  and  the  SEC's  rules  under  that  Act.  Approximately  one-third  of  our 
staff  is  dedicated  to  this  pursuit. 

Although  human  judgment  forms  the  core  of  our  market,  much  of  our  strength 
is  attributable  to  our  investment  in  state-of-the  art  computer  and  communications 
technology.  The  NYSE  has  invested  over  $1  billion  in  such  technology  over  the  past 
15  years.  As  a  result,  we  have  the  world's  most  highly  automated  trading  system, 
which  in  1992  supported  a  record-breaking  51  billion  shares  traded — an  average  of 
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202  million  shares  a  day.  In  1993,  we  have  averaged  265  million  shares  a  day  and 
the  system  has  been  tested  and  proven  capable  ofoperating  at  better  than  one  bil- 
lion shares  a  day. 

We  have  also  led  the  industry  in  developing  automated  regulatory  systems.  For 
example,  we  developed  the  Integrated  Computer  Assisted  Surveillance  System 
(ICASS),  which  is  regarded  as  the  most  sophisticated  market  surveillance  system  in 
the  world. 

The  Structure  of  the  U.S.  Stock  Market 

A  source  of  strength  for  the  U.S.  stock  markets  has  been  the  competition  between 
two  fundamentally  different  market  structures:  agency  auction  markets,  such  as 
found  on  the  New  York  Exchange,  and  dealer  markets,  such  as  the  market  the 
NASD  offers  through  its  over-the-counter  (OTC)  NASDAQ  system. 

In  the  agency-auction  market,  agents  representing  buyers  compete  with  each 
other  in  bidding  for  securities,  and  agents  representing  sellers  compete  with  each 
other  in  offering  securities  for  sale.  This  type  of  market  uses  the  services  of  a  "spe- 
cialist," whose  primary  function  is  to  facilitate  the  auction.  The  specialist  also  can 
trade  as  dealer,  but  only  in  limited  circumstances  to  bridge  temporary  gaps  between 
public  supply  and  demand,  and  while  yielding  to  public  customers.  In  the  dealer 
market,  dealers  are  the  sole  source  of  liquidity,  and  sell  stock  directly  to,  and  buy 
stock  directly  from,  investors. 

Both  of  these  market  structures  play  important  roles  in  our  capital  markets.  In 
the  dealer  market,  a  firm  acting  as  a  dealer  very  often  has  an  investment  banking 
relationship  with  an  issuer,  and  provides  after-market  liquidity  for  investors  to 
whom  they  sold  stock.  This  form  of  liquidity  may  be  crucial  for  companies  that  do 
not  have  the  breadth  and  depth  of  investor  interest  necessary  to  support  auction 
trading. 

However,  for  companies  that  have  a  wide-spread  investor  base,  the  agency-auction 
market  allows  for  the  direct  competition  of  customer  orders  in  setting  the  price  of 
a  stock.  Both  Congress  and  the  SEC  have  long  recognized  that  this  form  of  order 
competition  provides  the  fairest  and  most  efficient  price-discovery  process  and 
should  be  the  market  structure  used  for  stocks  that  are  eligible  for  auction-type 
trading. 

The  SEC  recognized  the  benefits  of  the  agency-auction  market  in  1973  when  it 
considered  the  development  of  "a  central  market  system"  for  securities,  which  later 
became  the  National  Market  System  (NMS).  In  its  1973  "Policy  Statement  on  the 
Structure  of  the  Central  Market  System,"  the  SEC  announced  its  "commitment  to 
the  preservation  of  an  auction-agency  market  rather  than  a  purely  'dealer  market' 
for  listed  securities."  The  SEC  supported  the  auction  market  because  it  understood 
that  "the  intervention  of  a  dealer  involves  an  additional  spread  between  the  prices 
at  which  investors  can  buy  and  sell.  .  .  ."  Thus,  in  the  dealer  market,  it  is  'likely 
that  in  many  instances  investors  obtain  less  favorable  prices  on  their  trades  than 
if  they  could  trade  with  other  investors." 

Congress,  in  turn,  issued  a  series  of  "objectives"  setting  forth  the  foundation  of 
the  NMS.  Congress  specifically  instructed  the  SEC  to  assure  that  the  NMS  provides 
for:  economically  efficient  execution  of  transactions;  fair  competition  among  market 
participants;  the  ready  availability  of  market  data,  such  as  last  sale  reports  and 
quotation  information;  best  execution  of  customer  orders;  and  the  opportunity  for  in- 
vestors' orders  to  be  executed  without  the  participation  of  a  dealer. 

Underlying  these  objectives  was  Congress'  opinion  that  agency-auction  principles 
should  serve  as  a  foundation  of  the  NMS.  Indeed,  this  very  Senate  Committee's  re- 
port on  1975  Amendments  stated  that  "with  respect  to  securities  which  are  suitable 
for  auction  trading,  the  committee  believes  that  every  effort  should  be  made  to  de- 
sign the  national  market  system  in  such  a  way  that  public  investors  in  those  securi- 
ties receive  the  benefits  and  protections  associated  with  auction-type  trading."  The 
advantages  of  the  agency-auction  market  for  eligible  securities  that  impelled  Con- 
gress and  the  SEC  to  issue  those  unequivocal  endorsements  are  as  valid  today  as 
when  they  were  issued. 

Major  Issues  Facing  the  Nation's  Stock  Markets 

Redirecting  Market  Structure  Regulation  to  Enhance  our  Competitive  Posture 

There  has  been  significant  progress  in  the  last  20  years  in  developing  a  national 
market  system,  particularly  in  fostering  economically  efficient  execution  of  securities 
transactions  and  enhancing  market  transparency.  The  speed  and  efficiency  in  which 
transactions  are  now  executed  probably  exceeds  what  Congress  foresaw  in  1975.  In 
addition,  we  now  have  consolidated  reporting  of  both  quotations  and  last  sale  infor- 
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mation  for  listed  securities,  as  well  as  a  linkage  between  markets  trading  these  se- 
curities, the  Intermarket  Trading  System. 

Unfortunately,  we  believe  that  there  has  been  one  area  where  regulatory  policy 
has  impeded  the  development  of  the  NMS,  and  has  thus  impeded  the  ability  of  the 
nation's  stock  markets  to  compete  in  a  global  environment:  the  almost  exclusive 
focus  on  encouraging  alleged  competition  between  the  auction  and  dealer  markets 
by  allowing  the  securities  of  listed  companies  to  be  traded  in  a  dealer  environment. 
That  policy  is  leading  to  a  dilution  of  the  quality  of  the  market  offered  to  investors 
in  listed  securities  and  has  distracted  us  from  focusing  on  ways  to  strengthen  our 
two  very  different  markets  so  that  each  is  best  able  to  compete  internationally. 
While  we  have  been  trying  to  fit  the  round  peg  of  one  market  into  the  square  hole 
of  the  other  market,  our  rivals  overseas  have  not  been  preoccupied  with  internal 
struggles  and  have  become  formidable  competitors. 

If  the  regulatory  focus  continues  to  be  on  competition  between  two  market  struc- 
tures for  the  trading  of  listed  stocks,  we  will  lose  the  unique  attributes  of  each  of 
these  markets,  weakening  both.  Thus,  we  believe  that  the  better  regulatory  policy 
is  to  seek  ways  to  enhance  both  the  auction  and  dealer  markets.  Consistent  with 
the  Congressional  goals  adopted  20  years  ago,  we  believe  that  the  dealer  market 
should  focus  on  providing  liquidity  to  smaller  companies  that  need  dealer  support. 
There  are  currently  2,500  domestic  companies  whose  securities  are  eligible  for  agen- 
cy-auction trading  on  the  NYSE.  Once  one  of  these  issuers  elects  to  have  its  securi- 
ties traded  on  the  NYSE,  regulatory  policy  should  seek  to  maximize  order  competi- 
tion in  the  security,  providing  investors  with  the  benefits  of  agency-auction  trading 
regardless  of  where  an  order  is  executed. 

Maintaining  the  benefits  of  agency-auction  trading  for  investors  in  eligible  securi- 
ties is  essential  to  maintaining  investor  confidence  in  our  market.  Investor  con- 
fidence, in  turn,  is  a  critical  element  of  our  market  structure.  Nowhere  else  in  the 
world  is  confidence  in  the  equity  markets  and  ownership  of  public  companies  so 
widely  shared.  Over  51  million  Americans  own  shares  in  a  company  or  in  a  stock 
mutual  fund.  Individual  holdings  account  for  roughly  50  percent  of  the  shares  of  all 

Sublicly-held  American  companies.  This  is  in  sharp  contrast  to  Great  Britain  and 
apan,  for  instance,  where  individuals  hold  only  about  20  percent  of  the  shares.  If 
we  lose  the  confidence  of  our  investors,  we  may  well  lose  the  ability  to  maintain 
our  global  market  leadership. 

As  a  by-product  of  encouraging  dealer  market  trading  of  listed  securities,  a  num- 
ber of  questionable  market  practices  threaten  order  interaction.  These  practices  in- 
clude the  internalization  of  customer  orders,  payment  for  order  flow  and  reciprocal 
trading,  and  require  serious  regulatory  attention. 

Internalization  refers  to  the  practice  of  a  broker-dealer  trading  with  its  own  order 
flow  without  providing  exposure  of  those  orders  to  other  market  interest.  Generally, 
dealers  have  an  economic  incentive  to  maximize  their  ability  to  trade  with  captive 
order  flow  since  this  allows  them  to  maximize  dealer  profits.  Indeed,  internalization 
has  always  been  the  practice  in  the  over-the-counter  (OTC)  trading  of  unlisted 
stocks. 

However,  there  is  no  place  for  internalization  in  the  market  for  listed  stocks.  This 
practice  clearly  operates  to  the  detriment  of  investors  and  is  contrary  to  the  Con- 
gressional concept  of  the  NMS  and  the  agency-auction  market:  encouraging  the 
interaction  of  customer  orders,  thereby  minimizing  dealer  intervention.  Regulatory 
policy  should  encourage  exposing  a  customer's  order  to  other  market  interest,  thus 
enhancing  a  customer's  ability  to  achieve  true  best  execution,  an  execution  better 
than  the  disseminated  quotation,  or,  in  the  case  of  a  one-eighth  spread,  an  execution 
between  two  customers. 

Cash  payments  for  a  customer's  order  flow  raises  similar  concerns.  In  this  prac- 
tice, even  those  broker-dealers  that  may  not  have  a  sufficient  flow  of  customer  or- 
ders to  trade  against  them  as  dealer  can  reap  an  economic  benefit  by  "selling"  their 
customers'  order  to  a  dealer  for  cash.  In  effect,  for  the  opportunity  to  trade  against 
the  order  as  principal,  the  dealer  is  paying  the  order  entry  firm  a  portion  of  the 
spread  that  the  customer  is  charged. 

This  practice  presents  the  same  basic  problem  as  internalization  since  it  diverts 
customer  orders  from  interacting  with  other  customer  orders.  While  the  dealer  pay- 
ing for  order  flow  may  guarantee  the  order  entry  firm  an  execution  at  the  inside 
quotation,  as  we  have  already  shown,  that  does  not  mean  that  the  investor  will  re- 
ceive best  execution  of  his  or  her  order.  As  in  all  dealer  market  executions,  the  deal- 
er captures  the  spread,  preventing  the  direct  interaction  of  customer  orders. 

Reciprocal  trading  refers  to  the  practice  of  broker-dealers  exchanging  or  "swap- 
ping" order  flow.  For  example,  two  hroker-dealers  that  own  specialist  units  dealing 
in  different  stocks  on  regional  exchanges  may  agree  to  route  order  flow  in  their  re- 
spective specialty  stocks  to  each  other.  While  the  order  flow  received  on  the  regional 
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exchange  will  be  exposed  to  that  market's  agency-auction  market,  these  practices 
raise  important  policy  concerns  that  need  to  be  addressed. 

The  New  York  Stock  Exchange  believes  that  any  market  practice  that  inhibits 
order  interaction  in  listed  stocks,  or  that  puts  the  interests  of  intermediaries  ahead 
of  the  interests  of  investors  should  be  banned.  Thus,  the  Exchange  has  consistently 
asked  the  SEC  and  Congress  to  ban  payment  for  order  flow.  In  addition,  the  Ex- 
change has  questioned  other  practices,  such  as  internalization  and  reciprocal  trad- 
ing arrangements,  and  suggested  that  these  practices  be  allowed  only  if  there  are 
sufficient  guarantees  of  order  interaction  and  protection  for  investors. 

Foreign  Securities 

Since  the  adoption  of  the  1975  Amendments,  there  has  been  a  marked  increase 
in  U.S.  investor  interest  in  non-U.S.  securities.  While  U.S.  investors  trading  in  these 
securities  deserve  the  same  level  of  protection  they  receive  when  they  trade  domes- 
tic securities,  that  has  not  been  the  case. 

Currently,  U.S.  investors  who  seek  to  trade  in  many  world-class  non-U.S.  securi- 
ties face  two  choices,  one  worse  than  the  other.  One  possible  option  is  that  they  can 
seek  to  trade  in  the  home  country  market  for  the  issuer,  markets  that  generally 
offer  less  efficient  trading  and  settlement  practices  than  U.S.  markets,  and  certainly 
offer  less  protection  to  U.S.  investors. 

The  only  alternative  to  trading  in  the  home-country  market  of  the  issuers  is  to 
trade  these  securities  in  the  least  regulated  U.S.  market,  the  so-called  "pink  sheet" 
market,  including  the  automated  pink  sheets  offered  by  the  NASD.  This  market  con- 
tains the  worst  aspects  of  today's  dealer  markets.  For  foreign  securities,  it  is  a  mar- 
ket in  which  there  is  virtually  no  transparency,  allowing  dealers  to  shield  their  trad- 
ing from  public  scrutiny.  Thus,  not  only  do  investors  have  to  pay  punishing  spreads, 
but  they  also  have  no  real-time  quotation  reporting  or  trade  reporting  to  police  their 
executions. 

We  believe  that  investors  in  these  world-class  securities  should  have  the  advan- 
tages and  protections  of  trading  in  the  most  liquid,  transparent  and  regulated  U.S. 
markets.  Unless  the  premier  U.S.  markets  have  the  ability  to  trade  the  world-class 
securities  that  trade  elsewhere  around  the  world,  we  will  force  U.S.  investors  to 
trade  in  relatively  illiquid  foreign  markets  without  the  protections  afforded  by  our 
domestic  markets.  Moreover,  we  run  the  risk  of  being  viewed  more  as  a  "regional" 
market  to  the  world,  restricted  to  trading  our  local  stocks. 

We  look  forward  to  discussing  with  the  new  SEC  Chairman  ways  to  permit  the 
trading  of  world-class  foreign  securities  in  the  world-class  U.S.  markets.  In  provid- 
ing for  such  trading,  we  recognize  that  we  must  ensure  U.S.  investors  with  contin- 
ued access  to  complete  and  meaningful  financial  information. 

Ultimately,  we  hope  to  achieve  a  harmonization  of  worldwide  accounting  stand- 
ards. While  we  work  diligently  towards  that  goal,  we  recognize  that  this  is  a  long- 
term  project.  In  the  interim,  we  favor  a  system  of  global  recognition  of  accounting 
standards  of  developed  nations,  coupled  with  protections  imposed  by  the  various 
U.S.  market  places  trading  world-class  foreign  securities  to  provide  investors  with 
appropriate  disclosure  regarding  these  securities.  We  strongly  believe  that  this  in- 
terim step  is  necessary  both  to  provide  U.S.  investors  with  the  ability  to  trade 
world-class  securities  in  the  safest  and  most  efficient  markets  and  to  allow  the  U.S. 
financial  industry  the  opportunity  to  compete  in  the  global  arena. 

Derivative  Products 

Over  the  last  several  years,  there  has  been  a  virtual  explosion  of  derivative  trad- 
ing products  and  trading  strategies  involving  those  products.  These  developments 
raise  three  concerns. 

First,  I  believe  that  we  need  to  examine  the  effect  of  "modern  portfolio  theory" 
on  our  markets.  As  some  investors  simply  seek  generalized  market  returns,  and  do 
not  concern  themselves  with  the  fundamentals  of  particular  stocks,  there  could  be 
a  significant  effect  on  the  liquidity  of  our  cash  markets,  and  on  capital  formation 
in  general.  We  need  to  study  this  area  in  much  greater  detail  so  that  we  can  appre- 
ciate what  this  development  means  for  our  markets. 

Second,  the  growth  of  derivative  trading  vehicles  raises  significant  volatility  con- 
cerns. For  example,  investors  can  use  derivative  trading  products,  often  in  conjunc- 
tion with  the  cash  market,  to  lock  in  a  specific  rate  of  return.  While  there  is  nothing 
inherently  wrong  with  such  trading  strategies,  this  trading  can  have  a  significant 
effect  on  market  volatility. 

Since  1987,  the  NYSE  has  taken  a  number  of  steps  to  address  the  volatility  con- 
cerns. For  example,  we  led  industry  efforts  to  adopt  "circuit  breakers"  and  "shock 
absorbers"  to  curtail  volatility  when  it  does  arise.  In  addition,  we  have  led  efforts 
to  limit  the  situations  that  give  rise  to  volatility.  Specifically,  we  have  championed 
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the  movement  to  have  standardized  derivative  products  settle  on  the  opening  of 
trading,  rather  than  the  close,  since  the  Exchange  has  in  place  procedures  to  mini- 
mize volatility  on  the  opening.  While  these  steps  have  greatly  reduced  volatility,  we 
believe  that  the  growth  of  derivative  products  continues  to  raise  significant  volatility 
concerns,  and  that  additional  study  of  these  practices  is  necessary. 

A  final  concern  in  this  area  is  the  recent  growth  of  non-standardized  vehicles. 
These  products  include  swap  contracts,  commodity-linked  or  security-linked  notes 
and  deposit  accounts,  and  a  variety  of  other  "synthetic  equity"  products.  Most  of 
these  products  are  privately  negotiated  contracts  entered  into  by  institutional  inves- 
tors without  the  normal  transparency  of  quotation  and  last  sale  reporting  that  is 
available  for  the  underlying  equity  securities. 

Often  these  products  are  issued  by  unregulated  affiliates  of  institutions,  and  the 
overall  exposure  is  disclosed  only  as  footnotes  to  balance  sheets.  Most  troubling,  in 
many  cases  there  is  no  regulatory  authority  responsible  for  this  market.  We  have 
even  recently  seen  these  products  being  offered  in  the  retail  market. 

Due  to  the  lack  of  transparency  in  the  market,  no  one  can  provide  an  accurate 
estimate  of  the  amount  of  activity  in  these  products.  However,  most  informal  esti- 
mates are  that  there  is  substantial  volume.  To  date,  there  has  not  been  an  examina- 
tion of  the  effect  of  this  market  on  the  equity  markets  and  the  systemic  risk  it  poses 
to  our  financial  markets  as  a  whole.  We  believe  that  the  growth  of  this  market  pre- 
sents serious  investor  protection  concerns  and  warrants  a  full-scale  regulatory  re- 
view. 

Functional  Regulation 

Our  ability  to  compete  in  a  global  environment  requires  that  we  have  sufficient 
flexibility  in  our  operations  to  respond  to  the  competitive  challenges  that  arise.  Un- 
fortunately, the  current  regulatory  structure  imposed  by  the  Exchange  Act  discour- 
ages entrepreneurial  spirit  and  places  the  most  significant  regulatory  burdens  on 
the  largest,  best  capitalized  and  most  competitive  market  places. 

Recognizing  the  Exchange  Act's  procedural  impediments  to  entrepreneurship,  the 
SEC  has  developed  the  concept  of  a  "proprietary  trading  system"  (PTS),  which  start- 
up market  ventures  can  use  to  begin  operations  without  complying  with  the  full 
panoply  of  Exchange  Act  requirements.  Unfortunately,  what  began  as  an  attempt 
to  foster  innovation  in  the  securities  markets  has  led  to  a  situation  where  markets 
performing  similar  functions  are  subject  to  very  different  types  of  regulation,  with 
established  stock  exchanges  and  SRO's  being  subject  to  the  most  comprehensive  reg- 
ulation and  suffering  the  greatest  impediments  to  meeting  competitive  challenges. 

We  believe  that  Congress  should  consider  amending  the  Exchange  Act  provisions 
governing  the  review  of  SRO  rule  changes  to  address  this  regulatory  inconsistency. 
The  goal  should  be  to  recraft  those  provisions  so  that  the  level  of  regulatory  over- 
sight neither  stifles  innovation  nor  unnecessary  limits  the  ability  of  established 
markets  to  react  to  a  changing  competitive  environment.  While  it  may  be  appro- 
priate to  provide  innovative  trading  systems  with  a  grace  period  before  being  subject 
to  the  same  "functional  regulation"  as  exchanges  and  other  SRO's,  ultimately  all  en- 
tities performing  similar  functions  should  be  subject  to  similar  regulations. 

Conclusion 

The  U.S.  stock  markets  find  themselves  in  a  new  era  of  global  competition.  At  the 
same  time,  U.S.  regulatory  policy  continues  to  focus  on  competition  among  markets 
in  this  country.  While  we  support  enhancing  competition  in  the  United  States,  we 
believe  that  the  focus  of  such  competition  should  be  on  ways  to  strengthen  the  two 
competing  market  structures  we  have  for  stocks:  the  agency-auction  market  and  the 
dealer  market.  By  enhancing  these  markets,  each  will  be  better  able  to  compete  in 
the  global  environment. 

In  addition,  the  growing  global  competition  requires  that  there  be  greater  flexibil- 
ity in  our  regulatory  policy  to  allow  U.S.  investors  to  trade  world-class  foreign  secu- 
rities in  the  fairest,  most  efficient  and  most  open  markets  in  the  world — the  U.S. 
markets.  Moreover,  further  regulatory  attention  is  needed  oh  the  growth  of  deriva- 
tive products  and  the  effects  such  products  have  on  liquidity,  capital  raising,  market 
volatility  and  systemic  risk  to  the  financial  system.  Finally,  we  urge  that  regulatory 

f»olicy  provide  for  equal  and  fair  regulation  of  all  trading  systems  that  perform  simi- 
ar  functions.  Addressing  these  areas  will  help  ensure  that  the  U.S.  stock  markets 
are  empowered  to  compete  in  a  global  environment  both  for  the  rest  of  this  decade 
and  for  the  next  century. 
Thank  you. 
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TESTIMONY  OF  JOHN  F.  SANDNER 
Chairman  of  the  Board  of  Governors,  Chicago  Mercantile  Exchange 

May  20,  1993 

Summary  of  Testimony 

Mr.  Chairman  and  members  of  the  Subcommittee,  you've  given  me  the  oppor- 
tunity to  express  the  views  of  the  Chicago  Mercantile  Exchange  on  a  subject  we've 
thought  long  and  hard  about:  the  impact  of  the  1930's  model  of  Federal  financial 
regulatory  structure  on  the  1990's  ability  of  American  financial  marketplaces  and 
American  financial  institutions  to  compete  in  the  financial  markets  worldwide. 

The  current  regulatory  structure  imposes  costly  duplications,  inefficient  oper- 
ations and  barriers  to  competition  in  the  markets.  To  understand  how  we  got  to  this 
point,  recall  that  the  SEC  was  authorized  in  the  wake  of  the  Great  Depression,  mas- 
sive bank  failures  and  the  stock  market  crash  of  1929.  The  basic  regulatory  struc- 
ture for  securities  markets  in  the  U.S.  has  not  changed  in  nearly  70  years.  The 
CFTC,  on  the  other  hand,  was  created  in  1974,  when  futures  markets  were  largely 
confined  to  physical,  storable,  deliverable  commodities  and  options  barely  existed. 
Nineteen  years  later,  the  volume  of  trade  in  financial  futures  and  options  products 
on  currencies,  interest  rates  and  stock  indexes  dwarfs  that  of  physical  commodities. 

The  markets  have  changed  dramatically  in  the  past  two  decades.  Twenty  years 
ago  the  financial  service  industry  was  domestic,  retail-oriented,  small  and  techno- 
logically slow  and  inefficient.  The  markets  are  today  global,  institutional,  huge  and 
technologically  at  the  cutting  edge.  What  was  a  stock  market  dominated  by  individ- 
ual stock  traders  in  1970  is  now  a  market  dominated  by  institutional  investment 
managers.  The  savings  and  pensions  of  the  average  American  are  now,  to  an  in- 
creasingly greater  extent,  "passively  invested"  through  mutual  funds,  pension  funds, 
IRA's  and  401(k)  plans.  "Indexation,"  the  process  of  trading  market  segments  or  the 
market  as  a  whole  rather  than  individual  stocks,  has  gained  an  enormous  and  grow- 
ing following  because  of  the  proven  risk-reducing  and  yield-enhancing  value  ofport- 
fofio  diversification.  Today's  professional  money  managers  allocate  assets  among  a 
variety  of  stock,  bond,  commodity  and  money  markets  in  their  quest  to  maximize 
returns  to  their  clients.  Stock  index  futures  and  options,  first  introduced  in  1982, 
are  now  recognized  as  essential  ingredients  in  trading  stock  portfolios. 

In  today's  world,  the  distinct  functions  performed  by  distinct  institutions  no 
longer  apply.  Indeed,  different  institutions  now  perform  similar  functions  and  offer 
similar  products  and  services  to  common  users  across  markets.  The  examples  are 
easy  to  list — banks  sell  stocks,  mutual  funds  invest  in  money  markets,  banks  and 
insurance  companies  offer  mutual  funds,  securities  professionals  offer  risk  manage- 
ment strategies  and  futures  professionals  offer  hybrids,  cash  and  asset  allocation 
transactions,  etc. 

The  result  of  the  institutional  regulatory  concepts  we  currently  labor  under  are: 

•  unwieldy  regulatory  Agencies 

•  unconscionable  mountains  of  regulation 

•  Agencies  consumed  with  protecting  "turf 

•  Agencies  that  compensate  for  lack  of  knowledge  or  willingness  to  innovate  with 
oppressive  micro-management 

•  Agencies  which  duplicate  each  other's  audits,  enforcement  and  regulation 

•  Agencies  which  create  inconsistent  regulations  for  the  same  product 

The  motives  and  reasons  for  today's  financial-services  regulatory  scheme  are  hope- 
lessly antiquated. 

A  unique  window  of  opportunity  now  exists  to  overhaul  our  regulatory  structure 
so  that  our  home-grown  U.S.  financial  markets  can  enter  the  21st  Century  able  to 
compete  effectively  in  a  world  where  financial  products  know  no  borders.  Unless  we 
act  now,  we  are  assured  more  of  the  same. 

The  process  must  now  begin  to  bring  us  into  the  21st  Century  with  a  rational; 
functional  system  of  regulation  for  a  major  portion  of  the  financial-services  industry. 
Congress  is  full  of  new  faces  and  new  chairs  will  be  confirmed  to  both  the  SEC  and 
CFTC.  As  recently  as  10  years  ago,  overseas  markets  represented  no  threat.  Today 
their  rapid  expansion  may  serve  to  catalyze  the  leaders  in  the  domestic  financial- 
services  industry  to  put  aside  narrow  self-interests  in  favor  of  the  broader  concerns 
of  the  industry. 

Perhaps  the  most  compelling  reason  for  this  effort  is  to  assure  the  continued  com- 
petitiveness of  U.S.  financial  services  in  an  increasingly  fierce  global  arena.  Ten 
years  ago  the  U.S.  market  share  in  financial  futures  and  options  approached  100 
percent;  today  it  is  less  than  50  percent  as  risk  management  exchanges  and  prod- 
ucts have  proliferated  in  financial  capitals  worldwide.  Ten  years  ago  there  were  no 
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significant  financial  futures  exchanges  outside  of  Chicago;  today  there  are  more 
than  30.  Our  foreign  competitors,  for  the  most  part,  do  business  under  generally 
user-friendly,  single-regulator  frameworks. 

Some  Key  Tenets 

First,  it  is  essential  that  the  new  regulators  be  committed  to  cost-effective  regula- 
tion that  will  save  tax  dollars,  relieve  the  industry  of  the  burdens  of  duplicate  regu- 
lation and  uncertainty,  and  make  it  cheaper  for  the  end  users  to  participate  in  our 
markets.  Second,  the  preexisting  regulatory  schemes  and  personnel  should  not  sim- 
ply be  cobbled  together  under  a  new  name.  Third,  an  active  and  continuing  program 
to  eliminate  past  prejudices  against  particular  products,  markets  and  sales  practices 
must  be  in  place  and  assured.  In  particular,  the  open  outcry  auction  market,  which 
has  served  the  futures  industry  so  well,  must  be  afforded  the  same  respect  as  the 
securities  industry's  market  maker  and  specialist  systems.  Fourth,  the  system  of 
self-regulation  must  be  preserved  and  broadened  to  permit  self-regulatory  organiza- 
tions to  act  subject  to  agency  review  and  disapproval  without  continuing  to  permit 
regulators  to  delay  innovation  and  experimentation.  Finally,  any  program  must  rec- 
ognize the  right  of  clearing  organizations  to  set  performance  bonds  (margins)  at  pru- 
dential levels. 

The  CME's  Regulatory  Model 

The  Chicago  Mercantile  Exchange  believes  that  now  is  the  time  to  propose  a  new 
regulatory  structure. 
Federal  financial  regulation: 

•  Should  be  consolidated  in  a  single  cabinet-level  department  within  the  executive 
branch  of  the  government  so  that  regulatory  policies  can  be  coordinated  across  fi- 
nancial products,  services  and  markets  and  so  that  the  regulators  and  the  Admin- 
istration can  be  held  accountable  for  the  success  or  failure  of  their  policies. 

•  Should  be  organized  along  modified  functional  lines  so  that  financial  products, 
services  and  markets  delivering  similar  benefits  and  risks  can  be  subjected  to  sub- 
stantially equivalent  regulation  and  so  that  economic  competition,  rather  than  ju- 
risdictional barriers  or  differences  in  supervision,  can  determine  which  products, 
services  and  markets  succeed  in  the  marketplace. 

•  Should  be  structured  to  encourage  innovation  in  domestic  financial  activities  and 
adaptation  in  international  markets  so  that  financial  products,  services  and  mar- 
kets can  evolve  in  response  to  presently  foreseeable  and  still-unperceived  develop- 
ments and  challenges. 

Conclusion 

All  human  institutions  need  to  be  restructured  from  time  to  time.  The  framework 
for  the  current  system  dates  to  the  1930's.  In  the  last  20  years,  U.S.  financial  serv- 
ices have  changed,  grown  and  been  challenged  dramatically  in  a  global,  competitive 
environment.  Regulation  has  not  kept  pace  and,  indeed,  has  been  an  impediment 
to  efficiency,  growth  and  competitiveness.  The  time  to  rationalize  and  restructure 
the  Federal  financial  regulatory  agencies  is  now  so  that  we  may  position  our  finan- 
cial services  industry  for  the  21st  Century.  The  Chicago  Mercantile  Exchange  has 
presented,  and  is  proposing  to  you,  a  Model  for  doing  so — prudently,  flexibly,  effi- 
ciently, and  "with  recognition  of  the  financial  system's  economic  role.' 

We  enthusiastically  advocate  an  initiative  to  re-think  and  overhaul  our  present 
structure  of  financial-services  regulation. 

Testimony 

Mr.  Chairman  and  members  of  the  Subcommittee,  you've  given  me  the  oppor- 
tunity to  express  the  views  of  the  Chicago  Mercantile  Exchange  on  a  subject  we've 
thought  long  and  hard  about:  the  impact  of  the  1930's  model  of  Federal  financial 
regulatory  structure  on  the  1990's  ability  of  American  financial  marketplaces  and 
American  financial  institutions  to  compete  in  the  financial  markets  worldwide. 

I'm  here  to  tell  you,  and  through  you  to  tell  the  American  people,  that  the  present 
Federal  financial  regulatory  structure: 

•  is  characterized  by  duplicative  regulatory  authority  over  similar  market  functions, 
inconsistent  regulatory  policy  addressing  similar  market  practices,  and  contradic- 
tory regulatory  goals  for  similar  market  developments; 

•  is  far  more  costly  than  is  needed  to  keep  the  financial  markets  of  the  U.S.  fair, 
honest  and  accessible,  because  the  multiplicity  of  Federal  financial  regulatory 
agencies  necessarily  gives  rise  to  repeated  reinvention  of  the  bureaucratic  wheel; 
and 
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•  acts  as  an  impediment,  rather  than  an  encouragement,  to  continued  American  pri- 
macy in  the  financial  market  arena — and  as  an  impediment  to  economic  growth 
generally  in  the  U.S. — because  duplicative,  inconsistent,  contradictory,  costly  reg- 
ulation is  a  price  that  participants  in  the  interlinked  financial  markets  of  the 
1990's  need  not  and  will  not  bear. 

The  present  Federal  financial  regulatory  structure  is  not  broken  in  the  sense  of 
a  machine  that  has  ground  to  a  halt,  but  it  is  malfunctioning  badly  and  visibly  in 
the  inhibition  of  financial  market  innovation  and  the  imposition  of  artificial  legal 
barriers  on  financial  market  competition,  and  it  is  broken  in  the  sense  of  the  ever- 
increasing,  ever-more-perceptible  erosion  of  American  financial  market  share  and 
the  loss  of  financial  market  jobs  and  dollars  for  the  U.S.  economy. 

We  at  the  Chicago  Mercantile  Exchange  have  publicly  proposed  what  we  believe 
could  be  a  Model  for  a  revamped  Federal  financial  regulatory  structure — a  construc- 
tive "fix"  for  a  system  clearly  "broken"  in  many  fundamental  regards.  Our  Model 
would  consolidate  Federal  regulation  of  all  financial-market  participants  to  achieve 
coordination  of  regulatory  policy  across  institutional  lines,  and  would  organize  the 
newly-consolidated  Federal  financial  regulatory  service  so  that  financial  products 
and  services  delivering  similar  benefits  and  risks  can  be  subjected  to  substantially 
equivalent  regulation  and  so  that  economic  competition  rather  than  jurisdictional 
barriers  or  differences  in  supervision  can  determine  which  products,  services  and 
market  instrumentalities  succeed  in  the  marketplace. 

On  behalf  of  the  Chicago  Mercantile  Exchange,  I  want  to  thank  you  for  the  oppor- 
tunity to  present  our  analysis  and  our  Model  for  your  consideration. 

I.  The  President's  Call  for  Change 

I  was  honored  to  be  invited  to  speak  at  President  Clinton's  Little  Rock  economic 
conference  in  December  on  the  very  issues  this  Subcommittee  is  now  addressing.  In 
his  "Vision  of  Change  in  America,"  President  Clinton  asserted: 

The  Federal  Government  is  more  complex  than  it  needs  to  be.  Often,  many 
different  agencies  deal  with  the  same  issue  and  individuals,  businesses,  commu- 
nities and  states  find  it  impossible  to  have  their  problems  addressed.  Depart- 
ments and  agencies  are  already  consolidating  and  simplifying  their  operations, 
and  the  Administration  will  seek  to  rationalize  and  streamline  functions  Gov- 
ernment-wide. 

With  that  in  mind,  we  have  put  forth  a  vision  of  our  own.  I  suggested  that  every 
rule,  policy  and  regulation  should  be  promulgated  only  after  answering  the  question: 
"Does  this  help  or  hurt  business?"  I  called  for  a  new  partnership  between  govern- 
ment and  business  that  will  benefit  the  American  people  with  new  jobs  and  eco- 
nomic growth.  Since  that  time,  in  response  to  the  administration's  request  and  in 
response  to  Vice  President  Gore's  National  Performance  Review,  we  have  refined 
our  ideas  and  drafted  a  specific  plan  for  regulatory  reform.  Premised  on  the  fact 
that  the  Federal  financial  regulatory  structure  has  not  adapted  to  the  changes  in 
U.S.  financial  services  and  how  they're  delivered,  the  Merc  has  developed  its  own 
"Model  for  Federal  Financial  Regulation." 

II.  A  Space  Age  Industry  Cannot  Operate  Under  Horse  and 
Buggy  Regulation 

The  hard  truth  is:  we  cannot  expect  to  remain  globally  competitive  for  the  balance 
of  this  century  and  on  into  the  21st,  unless  we  move  now  to  rethink  and  reshape 
our  country's  scheme  for  regulating  financial  services.  In  a  nutshell,  America  cannot 
continue  to  regulate  a  space-age  industry  with  horse-and-buggy  rules. 

Back  in  1934,  when  the  Congress  enacted  the  legislation  establishing  the  Securi- 
ties and  Exchange  Commission,  the  only  futures  markets  in  existence  were  actually 
domestic  marketplaces  for  agricultural  commodities.  That  was  largely  true  even  19 
years  ago  when  the  Commodity  Futures  Trading  Commission  was  established. 

Today,  nearly  everything  about  our  industry  has  changed.  The  Chicago  Mercantile 
Exchange,  for  example,  is  no  longer  solely  an  agricultural-commodity  marketplace. 
Rather,  it  is  among  the  world's  busiest  financial  risk  and  asset  management  centers. 
In  1982,  our  "commodity"  marketplace  posted  a  daily  average  of  133,000  contracts 
traded.  Today,  an  average  of  nearly  600,000  futures  and  options  are  traded  daily 
at  the  Merc.  4.6  million  contracts  are  held  open  at  the  CME.  The  annual  notional 
dollar  value  of  all  this  is  around  $60  trillion. 

Nowadays,  60  percent  of  the  Merc's  annual' volume  derives  from  interest-rate  fu- 
tures and  options,  23  percent  from  currencies,  12  percent  from  stock  indexes  and 
less  than  five  percent  from  the  traditional  commodities,  the  agricultural  products. 
In  addition,  futures  options,  which  didn't  even  exist  until  1983,  now  constitute  near- 
ly a  fifth  of  our  volume. 
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Due  to  modern  technology,  to  the  micro  chip,  fiber  optics  and  satellite  communica- 
tions, none  of  this  has  happened  in  isolation.  In  1982,  volume  for  the  entire  industry 
was  112  million  contracts  traded.  Outside  the  United  States,  there  was  just  one  fi- 
nancial futures  exchange,  the  London  International  Financial  Futures  Exchange. 
Today,  LIFFE,  as  it  is  called,  is  just  one  of  more  than  30  such  exchanges,  located 
in  almost  every  major  city  in  the  world,  trading  financial  futures  and  options  on  our 
model.  Last  year,  incidentally,  LIFFE,  for  the  first  time  ever,  posted  volume  greater 
than  either  the  Chicago  Merc  or  the  Board  of  Trade  on  the  same  single  day. 

Those  30  exchanges  are  not  our  only  competitors.  We  compete  with,  and  to  some 
extent  are  nourished  by,  the  interbank  currency  markets  and  the  off-exchange  and 
over-the-counter  markets — which  have  grown  and  continue  to  grow  dramatically.  All 
of  which  is  fine,  as  long  as  we're  allowed  to  compete.  It's  just  that  our  financial- 
services  rule  book,  first  conceived  six  decades  ago,  is  totally  inadequate  on  the 
threshold  of  the  21st  Century.  We're  being  asked  to  play  the  Dallas  Cowboys  in  our 
leather  helmets  with  Amos  Alonzo  Stagg's  playbook.  Under  those  circumstances,  you 
wouldn't  be  inclined  to  bet  the  ranch  on  us. 

The  laws  now  on  the  books  are  vestiges  of  a  very  different  era:  when  business 
was  retail-oriented;  when  there  was  little  or  no  international  competition;  and  when 
the  futures  and  securities  were  clearly  delineated.  Now  it's  all  blurred:  products, 
services,  market  participants  and  the  marketplaces  themselves.  In  the  meantime, 
regulation  has  been  piled  upon  regulation,  nearly  always  in  reaction  to  some  "prob- 
lem that  had  to  be  fixed." 

XII.  There  is  Broad  Agreement 

Excepting  those  very  few  firms  that  are  direct  beneficiaries  of  regulatory  ineffi- 
ciencies, aU  those  involved  in  the  financial-services  industry — banks,  securities 
firms,  commodity  firms,  money  managers,  insurance  companies — universally  agree 
that  the  current  regulatory  structure  for  financial  services  imposes  costly  duplica- 
tions, inefficient  operations  and  barriers  to  competition.  The  current  regulatory 
structure  has  the  following  adverse  features: 

•  An  outmoded  regulatory  system  is  choking  the  competitive  spirit  of  the 
U.S.  financial-services  industry; 

•  The  contours  of  the  regulatory  landscape  are  as  damaging  to  the  indus- 
try as  is  the  philosophy  of  the  regulators; 

•  Institutions  offering  functionally  identical  products  are  subject  to  sepa- 
rate and  inconsistent  regulatory  regimes;  and 

•  In  many  cases,  the  performance  of  a  single  function  is  subject  to  incon- 
sistent, overlapping  regulation. 

•  The  consequence  of  costly,  unnecessary  regulation  is  loss  of  market 
share; 

•  A  hostile  regulatory  philosophy,  keyed  to  the  moment-by-moment  protec- 
tion of  widows  ana  orphans,  is  being  applied  to  a  highly  self-regulated, 
compliance-oriented  financial  market  dominated  by  financial  institu- 
tions; 

•  The  financial  regulators  are  reluctant  to  allow  market  forces  to  rule  mar- 
ket behavior; 

An  outmoded  regulatory  system  is  choking  the  competitive  spirit  of  the 
U.S.  financial-services  industry:  The  financial-services  industry  in  the  United 
States  has  lost  its  competitive  edge  to  off-shore  competition.  Our  people  have  not 
lost  their  aggressiveness  or  their  technological  superiority,  but  our  regulatory  sys- 
tem is  in  the  process  of  forcing  the  best  and  the  brightest  to  operate  overseas  and 
of  allowing  foreign  competition  to  usurp  the  inventions  of  U.S.  markets  and  our  fi- 
nancial-service industry. 

Futures  and  options  markets  foster  their  business  of  providing  risk-management 
services  by  offering  low  costs  and  liquid  markets.  U.S.  futures  markets  are  world 
leaders  because  our  costs  have  been  lower  and  liquidity  better  than  those  of  our  for- 
eign rivals.  Our  foreign  competitors  are  rapidly  cutting  into  our  lead  by  copying  our 
best  features  and  avoiding  the  regulatory  and  structural  defects  that  weaken  our 
markets.  Regulatory  excesses  jeopardize  our  fragile  competitive  lead  and  threaten 
the  export  o?  this  cost-sensitive  business  to  jurisdictions  that  understand  the  con- 
sequences of  inept  regulation  of  such  highly-mobile  businesses. 

The  U.S.  futures  markets  are  actors  in  a  global  market  place  that  includes  regu- 
lated exchanges  and  unregulated  over-the-counter  markets.  The  push  of  a  button  in- 
stantly moves  business  from  country  to  country,  accessing  the  most  efficient,  least 
costly  markets.  The  specter  of  markets  moving  overseas  is  not  fantasy.  On  four  re- 
cent occasions,  when  the  operations  of  U.S.  markets  were  temporarily  impaired,  the 
business  was  immediately  transacted  in  Europe.  No  one  waited  on  the  sidelines  for 
the  given  U.S.  market  to  reopen. 
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The  contours  of  the  regulatory  landscape  are  as  damaging  to  the  industry 
as  is  the  philosophy  of  the  regulators:  The  present  Federal  regulatory  system 
regulates  institutions  without  regard  to  the  economic  service  being  provided.  This 
system  is  an  artifact  of  times  when  we  had  domestic  markets  serving  specialized  com- 
mercial and  retail  users  in  a  stately  fashion.  Those  were  times  when  banks  were 
banks  and  brokers  were  brokers  and  their  functions  were  clearly  delineated.  When 
institutional  regulation  is  combined  with  the  various  grants  of  exclusive  or  limited 
jurisdiction  to  the  regulators,  a  strange  landscape  of  contradictory  regulation  is  the 
invariable  product.  That  landscape  is  littered  with  the  minefields  of  costly,  ineffi- 
cient, duplicative  and  inconsistent  regulation. 

Institutions  offering  functionally  identical  products  are  subject  to  sepa- 
rate and  non-coordinated  regulatory  regimes:  The  operation  of  open  and  com- 
petitive domestic  and  international  markets  for  financial  products  and  services  has 
in  recent  years  driven  traditionally  distinct  financial  market  participants  and  finan- 
cial marketplaces,  both  in  the  United  States  and  worldwide,  to  imitate  and  to  dupli- 
cate each  other's  functions.  Money  market  funds  with  check-writing  privileges  imi- 
tate banks.  Bank  collective  trusts  imitate  mutual  funds.  Corporations  couple  futures 
contracts  and  options  to  their  debt  issues  to  make  them  more  attractive  to  institu- 
tional investors.  Over-the-counter  markets  imitate  the  features  of  regulated  markets 
without  the  impediments  of  regulation,  fees  and  taxes. 

The  Federal  financial  regulatory  structure  has  failed  to  adapt  to  these  market 
changes  as  U.S.  financial  services  have  changed  dramatically  and  international  com- 
petition has  increased  exponentially. 

In  failing  to  keep  pace  with  the  changing  realities  of  the  financial  markets,  the 
existing  regulatory  structure  has  undermined  its  own  effectiveness.  In  many  con- 
texts it  has  become  counterproductive  to  desirable  economic  activity.  Rather  than 
providing  conditions  for  market  changes  and  innovations  to  occur  with  maximum 
systemic  safety,  it  has  tended  to  stifle  competition  and  innovation. 

In  many  cases,  the  performance  of  a  single  function  is  subject  to  incon- 
sistent, overlapping  regulation:  The  Federal  financial  regulatory  structure,  by 
relying  on  institutional  rather  than  functional  regulation,  has  magnified  regulatory 
costs  by  replicating  regulatory  activities  in  multiple  agencies  that  all  too  frequently 
pursue  conflicting  policy  and  bureaucratic  goals  at  the  expense  of  financial  market 
participants. 

The  consequence  of  costly,  unnecessary  regulation  is  loss  of  market 
share:  The  regulatory  philosophy  and  the  structure  of  financial-services  regulation 
have  combined  to  weaken  our  industry's  position  in  world  finance.  We  must  under- 
stand the  ease  with  which  business  may  be  transported  beyond  our  borders.  We 
have  seen  the  domestic  U.S.  Treasury  Bond  trading  market  move  to  England  in  a 
matter  of  seconds  when  a  domestic  exchange  could  not  operate.  We  have  seen  a 
transaction  tax  destroy  a  nascent  market  in  Sweden  and  the  inability  to  revive  that 
market  after  the  fact.  We  have  seen  oppressive  Japanese  regulations  push  enormous 
volumes  of  Japan's  natural  business  to  Singapore.  The  record  is  clear:  when  a  mar- 
ket becomes  more  expensive  by  reason  of  transaction  taxes,  or  by  reason  of  regula- 
tions judged  not  to  be  cost  effective  by  market  users,  the  market  evaporates  and  ma- 
terializes in  a  country  with  a  better  understanding  of  the  economics  of  trading  and 
the  needs  of  market  users. 

A  hostile  regulatory  philosophy,  keyed  to  the  moment-by-moment  protec- 
tion of  widows  and  orphans,  is  being  applied  to  a  highly  self-regulated, 
compliance-oriented  financial  market  dominated  by  financial  institutions: 
What  started  out  as  oversight  of  regulation  by  self -regulatory  organizations 
has  now  become  micro-management  of  all  aspects  of  the  financial-services 
industry  sometimes  by  Congress  and  always  by  the  regulatory  agencies  in- 
volved. We  must  go  back  to  relying  on  effective  self -regulation  backed  by 
strong  oversight  of  the  self-regulatory  organizations'  activities.  The  fun- 
damental Federal  regulatory  philosophy  should  of  course  be  skeptical  and 
demanding,  in  view  of  the  financial  industry's  stewardship  of  other  peo- 
ple's money,  but  should  not  be  allowed  to  become  so  inherently  adversarial 
as  to  be  counterproductive  to  the  public's  ultimate  need  for  financial  mar- 
ket leadership  in  the  U.S. 

The  Financial  Regulators  are  reluctant  to  allow  market  forces  to  rule 
market  behavior:  It  is  clear  to  all  experienced  market  professionals  that  the  mar- 
ket is  the  best  and  most  effective  judge  of  whether  a  product  serves  a  legitimate 
purpose  and  need.  Products  that  do  not  serve  such  needs  fail — at  great  cost  to  the 
sponsoring  entity. 

I  want  to  provide  some  specific  examples.  Most  of  the  examples  that  come  most 
readily  to  mind  focus  on  the  CFTC  with  which  I  am  most  familiar,  though  I  am  as- 
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sured  by  my  friends  in  the  securities  and  banking  industries  that  our  experience 
is  shared  throughout  the  financial-services  industry. 

•  The  original  philosophy  of  regulation  in  our  industry  was  to  require  effective  self- 
regulation  backed  by  strong  Federal  oversight  of  the  self-regulatory  organization's 
activities.  That  philosophy  has  eroded  beyond  recognition.  Regulation  is  now 
founded  on  micro-management  starting  at  the  Congressional  level  and  reinforced 
at  the  agency. 

•  The  single  greatest  impediment  to  the  continuing  viability  of  organized  futures 
markets  is  the  requirement  that  rules  and  contracts  be  approved  in  advance  of 
implementation  and  trading.  Astute  regulation  in  comparable  countries  allows  ex- 
changes to  adopt  and  implement  rules  subject  to  disapproval  by  the  regulator  in 
the  event  that  the  rules  are  contrary  to  law  or  regulation.  New  contracts  may  be 
traded  without  first  passing  regulatory  scrutiny. 

•  In  contrast  to  the  U.S.,  the  U.K.  regulator  requires  notification  but  not  advance 
approval  of  futures  contracts.  It  views  listing  a  new  futures  product  to  be  the  ex- 
change's "commercial  decision"  and  as  little  as  one  da/s  notice  is  needed  before 
launching  a  new  product.  The  U.K.'s  LIFFE  is  now  the  world's  third-largest  fu- 
tures exchange,  and  growing,  even  though  it  started  little  more  than  ten  years 
ago. 

•  At  the  request  of  market  participants  and  clearing  members  the  CME  created  a 
program  to  allow  equity  securities  that  make  up  the  S&P  500  to  be  deposited  as 
performance  bond  collateral  at  the  Clearing  House.  On  January  7,  1991,  the  CME 
submitted  proposed  amendments  to  Rules  821  and  825  to  permit  deposits  of  stock 
as  performance  bond  collateral  to  the  CFTC.  These  amendments  were  finally  ap- 
proved in  April  of  1992.  In  contrast,  the  Options  Clearing  Corporation,  subject  to 
Securities  and  Exchange  Commission  ("SEC")  regulation,  has  been  accepting  stock 
receipts  as  performance  bond  collateral  since  1982.  No  one  has  ever  demonstrated 
that  public  policy  interests  would  not  be  served  if  the  CFTC's  power  were  limited 
to  repealing  or  amending  contract  market  rules. 

•  Money  managers  now  typically  need  to  use  derivatives  for  hedging  and/or  yield 
enhancement.  As  a  result,  they  must  register  both  as  Investment  Advisors  and 
Commodity  Trading  Advisors  or  Commodity  Pool  Operators.  They  must  therefore 
satisfy  both  the  SEC's  and  CFTC's  rules  and  requirements. 

•  Financial  firms  frequently  find  themselves  subject  to  overlapping  investigations 
and  audits  from  the  numerous  agencies  that  have  separate  responsibility  for  their 
divisions  and  subsidiaries.  The  uncoordinated  investigations  are  not  likely  to 
produce  a  full  and  accurate  picture  of  the  firm's  overall  operations  and  condition. 
The  problem  is  even  more  pronounced  when  a  bank  is  involved. 

•  It  has  been  estimated  that  the  cost  to  banks  of  complying  with  regulation  is  some- 
where between  a  third  and  100  percent  of  their  profits.  New  regulations  are  esti- 
mated to  add  another  $4  billion  to  the  cost  of  regulation. 

•  Finally,  one  consequence  of  the  fragmentation  of  regulation  is  the  loss  of  an  effec- 
tive voice  at  the  Treasury  in  connection  with  the  ongoing  battle  to  align  the  Tax 
Code  with  modern  financial  practices.  The  "short-short"  rule,  which  restricts  pass 
through  tax  treatment  for  investment  companies  which  derive  30  percent  of  their 
gross  revenues  from  assets  held  less  than  3  months,  artificially  restricts  modern 
hedging  and  income  enhancement  techniques  that  employ  options  and  futures. 
Eight  years  of  uncoordinated  efforts  have  not  remedied  a  situation  that  everyone 
knows  is  inequitable.  The  Arkansas  Best  problem  is  another  obvious  issue  ripe  for 
strong,  coordinated  action. 

Changes  in  substantive  law  and  regulatory  attitudes  will  be  important,  but  struc- 
tural change  is  required  to  achieve  greater  flexibility,  responsiveness,  cost-effective- 
ness and  efficiency  in  Federal  financial  regulation.  Some  seem  to  feel  that  a  merger 
of  the  SEC  and  CFTC  amounts  to  the  quick  and  easy  route  to  reform.  In  fact,  a 
hostile  takeover  had  been  on  the  SEC's  agenda  for  some  time.  That  is  a  cosmetic 
approach.  It's  form  over  function  that  would  really  stifle  the  creativity  of  the  U.S. 
futures  industry.  We  have  and  continue  to  oppose  such  a  solution  vigorously. 

Summary:  The  bottom  line  amounts  to  what  I  said  to  the  President  in  Little 
Rock,  at  his  economic  conference: 

Government  cannot  help  business  at  the  expense  of  individual  welfare.  But 
too  many  rules  follow  the  motto  "you  cannot  be  too  careful."  The  truth  is  you 
can  be  too  careful.  Government  can  and  should  help  business  do  its  job.  And 
the  economy  will  be  fundamentally  stronger  as  a  result.  .  .  . 

If  the  slate  could  be  wiped  clean,  what  tax  and  regulatory  structure  would 
we  want  for  the  long-term  growth  and  prosperity  of  our  citizens?  We  would 
build  it  around  incentives  to  help  business  success.  .  .  .  Business  can  no  longer 
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tolerate  stifling  regulations  and  the  micro-management  by  government  that 
threatens  its  productivity  and  its  very  existence. 

To  quote  from  the  1986  House  Subcommittee  Chairman's  Report  entitled  "Re- 
structuring Financial  Markets:  The  Major  Policy  Issues": 

There  is  a  unifying  theme  in  the  extensive  body  of  law  and  regulation  govern- 
ing U.S.  financial  institutions:  recognition  of  the  financial  system's  economic 
role.  Unless  the  system  as  a  whole  facilitates  the  transformation  of  financial 
capital  into  economic  activity  and  growth,  other  objectives  and  strategies — in- 
cluding those  that  protect  customers — will  be  ineffective. 

IV.  Where  Do  We  Go? 

We  at  the  Chicago  Mercantile  Exchange  propose  a  sweeping  overhaul  of  the  regu- 
latory structure  based  on  functional  regulation  by  product,  not  by  exchange  or  in- 
dustry. Such  an  overhaul  has  the  potential  to  reduce  government  spending,  nelp  the 
U.S.  financial-services  industry  better  compete  in  a  global  environment  and  better 
protect  U.S.  consumers  whose  savings  and  investments  are  crucial  to  the  success  of 
an  economic  recovery. 

These  are  extraordinary  times  in  which  conventional  wisdom  matters  little.  The 
Banking  Committee's  subcommittee  chairmen,  in  a  letter  to  Speaker  Foley,  have  as- 
serted correctly  that  "jurisdictional  bickering  is  one  of  the  most  unfortunate  reasons 
why  we  have  institutional  gridlock,  resulting  in  the  failure  to  pass  many  important 
and  needed  pieces  of  legislation." 

While  gridlock  has  persisted,  U.S.  dominance  as  the  home  of  organized  derivative 
financial  markets  has  eroded.  In  just  the  past  four  years,  our  share  of  world  mar- 
kets has  shrunk  from  over  three-quarters  to  just  over  half.  Admittedly,  the  pie  has 
expanded,  meaning  that  our  volume  continues  to  grow  somewhat.  Still,  we  cannot 
ignore  the  offshore  growth,  particularly  when  England,  France,  Germany,  Japan, 
and  Singapore  have  made  such  considerable  strides  using  our  model — with  a  crucial 
difference.  Save  for  Japan,  they  all  benefit  from  enlightened,  cooperative  regulation, 
which  is  why  they  have  made  such  significant  strides. 

In  light  of  all  this,  ours  is  a  realistic  model  for  restructuring  financial-services 
regulation.  It  paves  the  way  for  substantial  savings  in  administrative  costs,  some 
$300  million  by  our  conservative  calculations.  Equally  important,  it  would  nourish 
substantial  growth  and  productivity  in  the  U.S.  financial-services  industry,  creating 
thousands  of  additional  jobs. 

V.  The  Case  for  Restructuring  Financial  Regulation 

A.  Background:  The  current  regulatory  structure  imposes  costly  duplications,  in- 
efficient operations  and  barriers  to  competition  in  the  markets.  To  understand  how 
we  got  to  this  point,  recall  that  the  SEC  was  authorized  in  the  wake  of  the  Great 
Depression,  massive  bank  failures  and  the  stock  market  crash  of  1929.  The  basic 
regulatory  structure  for  securities  markets  in  the  U.S.  has  not  changed  in  nearly 
70  years.  The  CFTC,  on  the  other  hand,  was  created  in  1974,  when  futures  markets 
were  largely  confined  to  physical,  storable,  deliverable  commodities  and  options 
barely  existed.  Nineteen  years  later,  the  volume  of  trade  in  financial  futures  and 
options  products  on  currencies,  interest  rates  and  stock  indexes  dwarfs  that  of  phys- 
ical commodities. 

On  October  8,  1992,  almost  four  years  after  reauthorization  legislation  for  the 
CFTC  was  introduced  in  Congress,  a  final  compromise  bill  was  passed — reauthoriz- 
ing the  agency  for  two  years.  During  the  four  years  it  took  to  pass  the  bill,  the 
world's  financial  landscape  changed  dramatically  and  many  new  financial  products 
and  services  were  introduced.  Some  of  these  products  are  regulated  by  the  SEC, 
some  by  the  CFTC,  some  not  at  all.  While  these  products  were  coming  to  market, 
the  SEC  and  the  CFTC  were  engaged  in  a  "turf  fight"  over  the  regulation  of  stock 
index  futures  that  led  to  bitter  feelings  at  each  agency.  At  the  same  time,  various 
interests  in  the  financial  products  arena,  regulators  and  Congressmen  spent  inordi- 
nate amounts  of  time  determining  the  future  course  of  regulation  in  the  over-the- 
counter  derivative  markets.  Fifty  members  of  the  Congress,  representing  four  sepa- 
rate committees  of  the  House  and  Senate,  were  appointed  to  a  conference  commit- 
tee, which  found  it  impossible  to  meet  even  once  between  November  1991  and  July 
1992.  Now  that  the  CFTC  has  been  reauthorized  for  only  two  years,  the  entire  proc- 
ess could  repeat  itself,  and  at  what  cost  to  the  taxpayer  who  does  not  see  the  need 
for  this? 

The  markets  have  changed  dramatically  in  the  past  two  decades.  Twenty  years 
ago  the  financial-service  industry  was  domestic,  retail-oriented,  small  and  techno- 
logically slow  and  inefficient.  The  markets  are  today  global,  institutional,  huge  and 
technologically  at  the  cutting  edge.  What  was  a  stock  market  dominated  by  individ- 
ual stock  traders  in  1970  is  now  a  market  dominated  by  institutional  investment 
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managers.  The  savings  and  pensions  of  the  average  American  are  now,  to  an  in- 
creasingly greater  extent,  "passively  invested"  through  mutual  funds,  pension  funds, 
IRA's  and  401(k)  plans.  "Indexation,"  the  process  of  trading  market  segments  or  the 
market  as  a  whole  rather  than  individual  stocks,  has  gained  an  enormous  and  grow- 
ing following  because  of  the  proven  risk-reducing  and  yield-enhancing  value  of  port- 
folio diversification.  Today's  professional  money  managers  allocate  assets  among  a 
variety  of  stock,  bond,  commodity  and  money  markets  in  their  quest  to  maximize 
returns  to  their  clients.  Stock  index  futures  and  options,  first  introduced  in  1982, 
are  now  recognized  as  essential  ingredients  in  trading  stock  portfolios. 

In  today's  world,  the  distinct  functions  performed  by  distinct  institutions  no 
longer  apply.  Indeed,  different  institutions  now  perform  similar  functions  and  offer 
similar  products  and  services  to  common  users  across  markets.  The  examples  are 
easy  to  list — banks  sell  stocks,  mutual  funds  invest  in  money  markets,  banks  and 
insurance  companies  offer  mutual  funds,  securities  professionals  offer  risk  manage- 
ment strategies  and  futures  professionals  offer  hybrids,  cash  and  asset-allocation 
transactions,  etc. 

The  result  of  the  institutional  regulatory  concepts  we  currently  labor  under  are: 

•  unwieldy  regulatory  Agencies 

•  unconscionable  mountains  of  regulation 

•  Agencies  consumed  with  protecting  "turf 

•  Agencies  that  compensate  for  lack  of  knowledge  or  willingness  to  innovate  by  op- 
pressive micro-management 

•  Agencies  which  duplicate  each  other's  audits,  enforcement  and  regulation 

•  Agencies  which  create  inconsistent  regulations  for  the  same  product 

The  motives  and  reasons  for  today's  financial-services  regulatory  scheme  are  hope- 
lessly antiquated. 

B.  Rationale:  A  unique  window  of  opportunity  now  exists  to  overhaul  our  regu- 
latory structure  so  that  our  home-grown  U.S.  financial  markets  can  enter  the  21st 
Century  able  to  compete  effectively  in  a  world  where  financial  products  know  no 
borders.  Unless  we  act  now,  we  are  assured  more  of  the  same. 

The  process  must  now  begin  to  bring  us  into  the  21st  Century  with  a  rational, 
functional  system  of  regulation  for  a  major  portion  of  the  financial-services  industry. 
Congress  is  full  of  new  faces,  and  new  chairs  will  be  confirmed  to  both  the  SEC  and 
CFTC.  As  recently  as  10  years  ago,  overseas  markets  represented  no  threat.  Today 
their  rapid  expansion  may  serve  to  catalyze  the  leaders  in  the  domestic  financial- 
services  industry  to  put  aside  narrow  self-interests  in  favor  of  the  broader  concerns 
of  the  industry. 

Perhaps  the  most  compelling  reason  for  this  effort  is  to  assure  the  continued  com- 
petitiveness of  U.S.  financial  services  in  an  increasingly  fierce  global  arena.  Ten 
years  ago  the  U.S.  market  share  in  financial  futures  and  options  approached  100 
percent;  today  it  is  less  than  50  percent  as  risk  management  exchanges  and  prod- 
ucts have  proliferated  in  financial  capitals  worldwide.  Ten  years  ago  there  were  no 
significant  financial  futures  exchanges  outside  of  Chicago;  today  there  are  more 
than  30.  Our  foreign  competitors,  for  the  most  part,  do  business  under  generally 
user-friendly,  single-regulator  frameworks. 

C.  Some  Key  Tenets:  First,  it  is  essential  that  the  new  regulator  be  committed 
to  cost-effective  regulation  that  will  save  tax  dollars,  relieve  the  industry  of  the  bur- 
dens of  duplicate  regulation  and  uncertainty,  and  make  it  cheaper  for  the  end  users 
to  participate  in  our  markets.  Second,  the  preexisting  regulatory  schemes  and  per- 
sonnel should  not  simply  be  cobbled  together  under  a  new  name.  Third,  an  active 
and  continuing  program  to  eliminate  past  prejudices  against  particular  products, 
markets  and  sales  practices  must  be  in  place  and  assured.  In  particular,  the  open 
outcry  auction  market,  which  has  served  the  futures  industry  so  well,  must  be  af- 
forded the  same  respect  as  the  securities  industry's  market  maker  and  specialist 
systems.  Fourth,  the  system  of  self-regulation  must  be  preserved  and  broadened  to 
permit  self- regulatory  organizations  to  act  subject  to  agency  review  and  disapproval 
without  continuing  to  permit  regulators  to  delay  innovation  and  experimentation. 
Finally,  any  program  must  recognize  the  right  of  clearing  organizations  to  set  per- 
formance bonds  (margins)  at  prudential  levels. 

VI.  The  CME's  Regulatory  Model 

The  Chicago  Mercantile  Exchange  believes  that  now  is  the  time  to  propose  a  new 
regulatory  structure. 

Federal  financial  regulation: 
•  Should  be  consolidated  in  a  single  cabinet-level  department  within  the  executive 

branch  of  the  government  so  that  regulatory  policies  can  be  coordinated  across  fi- 
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nancial  products,  services  and  markets  and  so  that  the  regulators  and  the  Admin- 
istration can  be  held  accountable  for  the  success  or  failure  of  their  policies. 

•  Should  be  organized  along  modified  functional  lines  so  that  financial  products, 
services  and  markets  delivering  similar  benefits  and  risks  can  be  subjected  to  sub- 
stantially equivalent  regulation  and  so  that  economic  competition,  rather  than  ju- 
risdictional barriers  or  differences  in  supervision,  can  determine  which  products, 
services  and  markets  succeed  in  the  marketplace. 

•  Should  be  structured  to  encourage  innovation  in  domestic  financial  activities  and 
adaptation  in  international  markets  so  that  financial  products,  services  and  mar- 
kets can  evolve  in  response  to  presently  foreseeable  and  still-unperceived  develop- 
ments and  challenges. 

The  Model  we  propose  is  designed  to  accomplish  these  goals  and  to  balance  the 
need  for  efficiency  in  government  regulation  with  the  equal  need  for  safeguards 
against  government  overreaching  and  market  intrusion. 

In  brief,  the  major  features  of  the  Model  that  we  propose  are  as  follows: 

•  Existing  agencies  consolidated  in  a  single  cabinet-level  department 

•  New  Federal  Financial  Regulatory  Service  governed  by  nine-member  Board 

•  FFRS  divided  into  eight  operating  divisions: 

— Division  of  Prudential  and  Systemic  Risk 

— Division  of  Disclosure  and  Reporting 

— Division  of  Fiduciaries  and  Pooled  Vehicles 

— Division  of  Investment  Securities  Markets 

— Division  of  Risk -Shifting  Markets 

— Division  of  Banking  and  Insurance 

— Division  of  Consumer  Protection 

— Division  of  Customer  Insurance 

•  Cross-divisional  legal,  accounting,  economic,  examination,  and  enforcement  staffs 
reporting  directly  to  the  FFRS  Board 

•  Separate  administrative  court  to  hear  enforcement  cases  and  appeals 

The  full  text  of  the  Model  we  propose,  accompanied  by  a  schematic  portrayal,  is 
appended  to  this  Testimony. 

Conclusion 

All  human  institutions  need  to  be  restructured  from  time  to  time.  The  framework 
for  the  current  system  dates  to  the  1930's.  In  the  last  20  years,  U.S.  financial  serv- 
ices have  changed,  grown  and  been  challenged  dramatically  in  a  global,  competitive 
environment.  Regulation  has  not  kept  pace  and,  indeed,  has  been  an  impediment 
to  efficiency,  growth,  and  competitiveness.  The  time  to  rationalize  and  restructure 
the  Federal  financial  regulatory  agencies  is  now  so  that  we  may  position  our  finan- 
cial-services industry  for  the  21st  Century.  The  Chicago  Mercantile  Exchange  has 
presented,  and  is  proposing  to  you,  a  Model  for  doing  so — prudently,  flexibly,  effi- 
ciently, and  "with  recognition  of  the  financial  system's  economic  role. 

We  enthusiastically  advocate  an  initiative  to  re-think  and  overhaul  our  present 
structure  of  financial-services  regulation.  The  full  resources  of  the  CME  will  be  com- 
mitted to  assist  in  the  preservation  of  the  preeminent  position  of  the  U.S.  financial- 
service  industry. 

TESTIMONY  OF  STEPHEN  FRIEDMAN 
Chairman  and  Senior  Partner,  Goldman,  Sachs  &  Co. 

Good  morning.  I  am  Stephen  Friedman,  Senior  Partner  and  Chairman  of  Gold- 
man, Sachs  &  Co. 

I  would  like  to  share  some  general  thoughts  with  the  Committee  about  the  U.S. 
securities  industry,  why  it  is  robust  today  both  here  and  abroad,  and  how  it  benefits 
our  country.  These  themes  may  be  useful  as  the  Committee  considers  reauthoriza- 
tion of  the  Securities  and  Exchange  Commission,  renewal  of  the  Government  Securi- 
ties Act,  other  related  legislation,  and  the  activities  of  those  agencies  under  its  Ju- 
risdiction. I  am,  of  course,  speaking  only  on  behalf  of  my  firm  and  not  the  securities 
industry  generally. 

The  capital  markets  in  the  U.S.  are  the  best  in  the  world.  They  are  deeper,  more 
liquid  and  operate  more  efficiently  than  anywhere  else.  For  example,  consider  the 
U.S.  equity  market.  It  is  the  world's  largest  equity  marketplace,  now  valued  at  $4.2 
trillion,  representing  37  percent  of  the  global  value  of  equities.  Moreover,  it  is  very 
liquid.  In  secondary  trading,  the  U.S.  equity  market  represents  44  percent  of  the 
global  total  or  $2.3  trillion  worth  of  stock  traded  annually.  Millions  of  trades  are 
executed  daily,  transacted  by  word  of  mouth  over  the  telephone  and  electronically 
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with  little  more  than  metaphorical  handshakes  to  bind  the  parties.  The  system  oper- 
ates with  a  very  high  degree  of  integrity — only  a  tiny  percentage  of  trades  ever  fail 
under  this  system.  And  it  is  efficient.  A  huge  investment  has  been  made  in  tech- 
nology to  ensure  that  hundreds  of  millions  of  shares  can  trade  each  day  without  dif- 
ficulty. The  securities  industry  performs  its  traditional  capital  markets  intermediary 
function,  acting  as  a  pipeline  between  the  sources  of  funds,  the  investors,  on  the  one 
hand,  and  the  users  of  funds,  those  with  productive  needs  for  capital. 

The  efficiency  of  our  capital  markets  is  reflected  in  many  ways.  First,  in  the  U.S., 
the  capital  markets  dominate  financial  flows.  Depository  institutions,  banks  for  ex- 
ample, represent  only  31  percent  of  total  financial  sector  assets  at  year  end  1992, 
down  from  more  than  a  50  percent  share  in  1980;  other  financial  intermediaries  ac- 
count for  the  remainder.  By  contrast,  in  Germany  depository  institutions  represent 
62  percent  of  financial  sector  assets;  in  Japan  the  figure  is  approximately  85  per- 
cent. Second,  the  cost  of  intermediation — the  difference  between  what  borrowers  pay 
and  investors  receive — is  low  in  the  capital  markets  and  is  narrowing  even  further 
as  technology  advances.  In  the  commercial  paper  market,  for  example,  the  fees  asso- 
ciated with  distribution  are  only  5-10  basis  points  today,  down  from  10-15  basis 
points  10  years  ago.  Third,  U.S.  and  foreign  corporations  can  raise  capital  here  in 
the  U.S.  more  easily  than  anywhere  else  in  the  world. 

The  benefits  to  the  U.S.  of  deep,  liquid,  and  efficient  capital  markets  should  not 
be  underestimated.  I  do  not  want  to  minimize  the  problems  the  economy  is  facing 
from  macroeconomic  ills — the  Federal  budget  deficit  and  a  low  savings  rate  com- 
pared to  our  competitor  nations.  These  are  extremely  important  long-term  negatives 
to  our  national  productivity  and  competitiveness.  However,  we  have  somewhat  miti- 
gated these  problems  through  an  efficient  capital  market  that  continues  to  whittle 
down  the  cost  of  intermediation.  The  low  cost  of  intermediation  benefits  us  all,  from 
as  simple  a  thing  as  lower  cost  mortgages  to  increased  investment  in  industry, 
which  stimulates  productivity  growth  and  a  rising  standard  of  living. 

This  positive  contribution  to  the  nation's  economy  results  in  part  from  a  number 
of  far-sighted  regulatory  and  legislative  approaches  which  fall  under  the  Jurisdic- 
tion of  this  Committee.  The  first  is  the  fundamental  policy  choice  made  by  the  1933 
&  1934  Securities  Acts  to  regulate  the  market  by  requiring  full  disclosure  about  the 
issuers  of  securities  being  oifered.  American  regulatory  agencies  do  not  certify  the 
soundness  of  the  securities  being  sold  or  the  wisdom  of  investing  in  them,  or  restrict 
the  number  of  firms  allowed  to  offer  securities,  or  ration  access  to  markets.  Our  ap- 
proach fosters  competition  and  encourages  U.S.  securities  firms  to  innovate  and  re- 
spond rapidly  to  clients'  needs  with  pew  financial  products.  The  U.S.  futures,  op- 
tions and  swaps  markets,  among  others,  are,  as  a  consequence,  the  most  sophisti- 
cated in  the  world.  Furthermore,  regulation  such  as  the  Government  Securities  Act, 
which  promotes  price  transparency  and  complete  recordkeeping,  is  healthy  for  the 
marketplace.  As  a  firm  we  support  such  initiatives.  This  has  resulted  in  disclosure 
and  informational  protections  for  investors  which,  in  my  opinion,  will  increasingly 
become  the  world  standard. 

A  second  important  ingredient  of  our  industry's  success  is  in  large  part  a  con- 
sequence of  the  Glass -Steagall  Act.  Now  is  not  the  time  or  place  for  a  defense  of 
that  Act.  But  I  do  want  to  point  out  that  in  our  view  Glass-Steagall  has  contributed 
to  the  growth  and  vitality  of  the  American  capital  markets.  The  business  of  commer- 
cial banking  requires  a  different  type  of  regulation  than  the  securities  business.  Pro- 
tecting the  integrity  of  our  monetary  and  credit  system,  and  the  credit  of  the  U.S. 
which  stands  behind  the  system  of  deposit  guarantees,  requires  a  different  type  of 
government  scrutiny.  Glass-Steagall,  however,  allowed  much  of  the  intensely  com- 
petitive American  capital  markets  to  flourish  in  highly  innovative  ways  that  would 
not  have  been  possible  under  a  different  form  of  regulation.  Ease  of  entry  into  the 
market,  ease  of  introduction  of  new  products,  ability  to  restructure  as  needed,  and 
extremely  vigorous  competition  have  generated  the  benefits  our  customers  enjoy.  It 
has  also  made  the  U.S.  investment  banking  industry  one  of  the  country's  competi- 
tive successes  overseas. 

A  third  factor  spurring  the  securities  industry's  development  has  been  the  intense 
discipline  imposed  by  the  marketplace.  Our  assets,  liabilities  and  capital  are 
marked-to-market.  Firms  that  encounter  difficulties  are  not  bailed  out  by  their  regu- 
lators or  by  the  government.  Because  owners  rather  than  taxpayers  are  the  ultimate 
risk  takers  in  securities  firms,  the  regulatory  environment  has  been  able  to  promote 
intense  competition  and  innovation  to  the  benefit  of  investors  in  and  issuers  of  secu- 
rities. 

This  is  certainly  not  a  call  for  less  regulation.  The  capital  markets  depend  upon 
an  orderly  market,  with  an  agreed  upon  set  of  rules  whose  integrity  is  assured  and 
whose  participants  can  be  relied  upon.  The  securities  markets  need  regulation  just 
as  people  need  a  police  officer  on  the  corner.  I  simply  wish  to  stress  that  the  nature 
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of  that  regulation  is  vitally  important  and  should  be  made  commensurate  with  the 
marketplace  of  the  1990's.  By  doing  so,  this  Committee  can  assist  in  ensuring  the 
U.S.  capital  market's  preeminent  position  worldwide.  Policies  concerning  securities 
firms  should  continue  to  rely  on  the  principles  of  market  discipline  (except  when  ab- 
solutely necessary  for  the  safety  of  the  whole  marketplace),  as  well  as  disclosure, 
integrity  and  sound  recordkeeping.  Were  we  to  engage  in  rigid  and  excessively  gov- 
ernmentally-directed  policies,  as  in  effect  in  certain  other  countries,  it  would  push 
business  outside  the  U.S. 

Turning  to  the  international  securities  markets,  it  is  important  that  restrictions 
on  the  free  movement  of  capital  continue  to  be  dismantled  and  that  foreign  markets 
be  further  opened  to  U.S.  investors,  borrowers,  and  securities  firms.  An  open  global 
capital  market  which  links  stocks,  bonds,  currencies,  and  commodities  worldwide, 
is  of  considerable  benefit  to  investors  and  job-creating  capital  users.  Perhaps  most 
importantly,  the  interdependence  of  markets  and  economies  across  national  borders 
provides  a  strong  incentive  not  to  let  national  rivalries  escalate  harmfully. 

Healthy  global  capital  markets  have  also  been  beneficial  in  other  ways.  For  exam- 
ple, international  capital  flows  have  helped  to  finance  the  U.S.  budget  deficit.  And 
foreign  investment  helps  to  mitigate  the  extremely  serious  adverse  effects  on  invest- 
ment of  our  low  rate  of  domestic  savings.  In  addition,  healthy  global  capital  markets 
enable  U.S.  companies  to  look  worldwide  for  the  cheapest  and  most  suitable  form 
of  capital.  For  example,  last  year  U.S.  corporations  raised  over  $7.8  billion  in  equity 
abroad.  Finally,  global  capital  markets  allow  individual  and  institutional  investors, 
such  as  pension  funds,  both  to  reduce  risk  and  increase  return  by  diversifying  their 
portfolios  across  a  worldwide  selection  of  investment  opportunities. 

The  U.S.  securities  industry  has  pioneered  the  development  of  global  capital  mar- 
kets. This  can  be  seen  from  its  leadership  in  many  areas.  For  example,  in  1992  U.S. 
firms  were  by  far  the  foremost  underwriters  of  debt  and  equity  on  a  worldwide 
basis.  In  terms  of  international  debt  offerings,  U.S.  firms  had  three  of  the  top  sue 
places.  In  terms  of  Euro-equity  offerings,  U.S.  firms  claimed  the  top  three  places. 

As  state-owned  industries  from  around  the  world  have  been  sold  to  investors  and 
returned  to  the  private  sector,  U.S.  securities  firms  have  been  chosen  in  dispropor- 
tionately large  numbers  to  advise  on  their  privatization  and  to  take  the  lead  in  sell- 
ing their  stock  to  the  public.  The  prowess  of  U.S.  firms  is  not  just  transaction-ori- 
ented. For  example,  U.S.  firms  are  leaders  in  global  research.  While  the  top  15  eq- 
uity research  firms  in  the  U.S.  are  all  American,  in  1992  five  of  the  top  ten  equity 
research  firms  in  Japan  were  also  U.S.  based. 

I  say  none  of  this  with  any  complacency.  Competition  around  the  world  is  brutally 
tough.  However,  in  the  U.S.  it  is  tough  in  the  relatively  healthiest  way — in  terms 
of  service,  creativity  and  price — and  thus  it  well  equips  our  firms  when  we  go  head 
to  head  with  foreign  competition. 

The  benefits  to  the  U.S.  of  a  leadership  role  within  the  international  capital  mar- 
kets are  manifold.  The  securities  industry  is  a  vibrant  exporter  of  financial  services. 
These  revenues  help  to  reduce  our  trade  deficit.  The  securities  industry  is  a  source 
of  a  large  number  of  professional  jobs.  In  my  view,  it  would  be  highly  beneficial  for 
our  industry  and  the  U.S.  capital  markets  if  this  Committee  and  the  Administration 
continue  to  press  both  for  liberalization  of  the  international  capital  markets  and  for 
a  set  of  mid  in  those  markets  whereby  U.S.  firms  can  compete  fairly  and  openly. 
By  doing  so,  it  will  have  done  a  great  service  for  U.S.  corporations  raising  capital, 
U.S.  investors,  U.S.  securities  firms  competing  abroad  and,  thus,  for  our  country  as 
a  whole. 

Fundamental  to  the  industry's  continuing  success,  I  would  also  stress  that  it  is 
vital  for  the  U.S.  securities  industry  directly,  and  for  the  U.S.  capital  markets  in 

General,  to  be  at  the  forefront  of  eliminating  the  barriers  to  trade  everywhere.  The 
lommittee  will  soon  consider  the  North  American  Free  Trade  Agreement.  A  prac- 
tical application  of  NAFTA,  for  example,  would  be  that  our  firm  could  open  a  full- 
scale  banking  office  in  Mexico  City.  The  health  of  the  U.S.  securities  industry,  in- 
cluding better  performance  of  its  role  within  the  U.S.,  is  dramatically  bound  up  with 
free  markets  around  the  world.  While  there  are  many  complex  issues  which  go  well 
beyond  my  purview,  and  which  you  will  have  to  consider,  I  do  want  strongly  to  note 
that  the  securities  industry  would  benefit  greatly  from  the  conclusion  oi  NAFTA 
with  our  two  closest  trading  partners  and,  also,  from  renewal  of  Fast  Track  Author- 
ity for  the  Uruguay  Round  of  the  GATT  talks  and  renewal  of  MFN  status  for  China. 
Continued  prosperity  in  the  U.S.  is  inextricably  intertwined  with  the  health  of  the 
world  trading  system.  There  are  few  more  important  issues  on  the  economic  agenda 
than  these  trade  agreements.  Globalization  of  financial  markets  is  one  of  the  more 
powerful  drivers  oi  economic  policies  worldwide.  And,  in  all  the  world,  ours  are  the 
most  global  financial  firms.  The  U.S.  has  a  real  competitive  advantage  in  financial 
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services  and  it  should  not  be  squandered.  Our  industry  and  our  country  will  benefit 
by  these  agreements. 

We  are  now  at  an  important  juncture.  In  the  period  ahead,  it  would  be  quite  bene- 
ficial if  Congress  and  other  U.S.  public  and  private  institutions  worked  together  to 
promote  our  successful  open  markets  to  our  trading  partners  across  the  oceans. 

Thank  you. 

STATEMENT  OF  JAMES  S.  RIEPE 
Managing  Director,  T.  Rowe  Price  Associates,  Inc. 

I.  Introduction 

My  name  is  James  S.  Riepe.  I  am  a  managing  director  of  T.  Rowe  Price  Associ- 
ates, Inc.,  a  Baltimore -based  investment  management  firm  that  serves  as  invest- 
ment adviser  to  the  T.  Rowe  Price  family  of  mutual  funds  and  to  individual  and  in- 
stitutional clients.  As  of  March  31,  1993,  the  firm  managed  $45  billion  in  more  than 
2.6  million  investor  accounts. 

I  am  pleased  to  present  my  views  on  major  issues  regarding  the  investment  com- 
pany industry  that  I  believe  should  be  priorities  for  the  Congress,  the  Securities  and 
Exchange  Commission  and  the  Administration. 

II.  Overview  of  the  Investment  Company  Industry 

A.  Background 

Investment  companies  invest  in  various  securities  on  behalf  of  individuals  and  in- 
stitutions with  similar  financial  goals.  There  are  three  primary  types  of  investment 
companies:  (1)  open-end  investment  companies,  commonly  referred  to  as  mutual 
funds;  (2)  closed-end  funds;  and  (3)  unit  investment  trusts.  Mutual  funds  are  by  far 
the  predominant  segment  of  the  investment  company  industry,  and  represent  rough- 
ly 86  percent  of  all  investment  company  assets. 

As  noted  above,  mutual  funds  pool  the  money  of  many  investors  with  similar  in- 
vestment goals.  This  pool  is  invested  by  professional  money  managers  in  a  wide 
range  of  stocks,  bonds,  or  money  market  instruments  that,  in  the  manager's  judg- 
ment, will  help  the  fund  achieve  its  objectives.  An  investor  in  a  mutual  fund  owns 
shares  of  the  fund,  each  of  which  represents  ownership  in  all  of  the  fund's  underly- 
ing securities.  Dividends,  interest  and  capital  gains  produced  by  these  securities  are 
paid  out  in  proportion  to  the  number  of  fund  snares  owned.  Thus,  investors  who  in- 
vest a  few  hundred  dollars  get  the  same  investment  return  per  dollar  as  those  who 
invest  hundreds  of  thousands  of  dollars. 

Mutual  fund  shares  are  generally  acquired  by  investors  in  two  main  ways — they 
may  be  purchased  directly  from  a  funa  or  from  a  member  of  a  sales  force.  These 
two  distribution  channels  are  frequently  referred  to  as  "direct  marketing"  and  "sales 
force,"  respectively.1  Direct  marketed  funds  are  used  by  those  investors  who  prefer 
to  make  investment  decisions  themselves.  These  funds  typically  market  their  snares 
through  advertising  and/or  direct  mail.  Because  there  are  no  sales  agents  involved, 
many  of  these  funds  do  not  charge  a  sales  commission.  Sales  force  distributed  funds 
sell  their  shares  through  registered  representatives  of  broker-dealers,  financial  plan- 
ners and  insurance  agents.  These  representatives  can  help  investors  analyze  their 
financial  needs  and  objectives  and  recommend  appropriate  funds.  A  sales  commis- 
sion is  charged  as  compensation  for  these  services. 

La  a  relatively  new  trend,  the  availability  of  mutual  funds  through  banks  has  in- 
creased dramatically  since  1990.  The  Investment  Company  Institute,  the  national 
association  of  the  investment  company  industry,  is  in  the  process  of  tabulating  the 
first  comprehensive  survey  of  mutual  fund  sales  through  banks.  Preliminary  find- 
ings indicate  that  during  1991,  31  percent  of  all  mutual  funds  had  sales  through 
the  bank  channel.  During  1991,  banks  accounted  for  over  $28  billion,  or  13  percent, 
of  total  sales  of  long-term  funds.  Of  these  sales,  55  percent  were  of  nonproprietary 
funds,  while  45  percent  were  of  bank  proprietary  funds  (i.e.,  funds  managed  by  the 
bank  selling  the  fund  or  an  affiliate  of  the  bank).  The  results  for  the  first  half  of 
1992  were  quite  similar.  During  the  first  six  months  of  1992,  banks  accounted  for 
over  $23  billion,  or  14  percent,  of  sales  of  long-term  funds.  Similarly,  60  percent  of 
these  sales  were  of  nonproprietary  funds,  while  40  percent  were  of  bank  proprietary 
funds. 


*Of  all  1992  stock,  bond,  and  income  fund  sales,  $215  billion,  or  59  percent,  were  attributable 
to  funds  distributed  through  sales  forces.  Stock,  bond,  and  income  funds  distributed  directly  to 
investors  had  sales  of  $128  billion,  or  35  percent.  (The  remaining  6  percent  of  sales  resulted 
from  reinvested  dividends  in  funds  no  longer  offering  shares  and  from  variable  annuities.) 
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Over  the  past  half  century,  the  mutual  fund  industry  has  grown  substantially, 
from  68  funds  in  1940  to  over  4,000  funds  in  1993,  and  from  assets  of  $448  million 
in  1940  to  more  than  $1.6  trillion  in  early  1993.  [See  Appendix,  Figures  1  and  2] 
Individual  investors  account  for  the  majority  of  all  fund  assets.  At  the  end  of  1992, 
$1,017.2  billion,  or  64  percent,  of  all  mutual  fund  assets  were  held  by  individuals, 
while  $582.7  billion,  or  36  percent,  were  held  by  institutions. 

As  of  December  31,  1992,  30  percent  of  mutual  fund  assets  were  invested  in  eq- 
uity funds,  36  percent  in  bond  and  income  funds,  and  34  percent  in  money  market 
funds. 

The  investment  company  industry  has  played  a  significant  role  in  opening  the  se- 
curities markets  to  millions  of  Americans.  As  SEC  Chairman  Richard  Breeden  testi- 
fied before  this  Subcommittee  in  1991,  "the  investment  management  industry  is  now 
the  critical  link  to  the  securities  markets  for  tens  of  millions  of  U.S.  Investors."2 
In  1980,  6  percent  of  U.S.  households  owned  mutual  funds.  Twelve  years  later,  27 
percent  owned  mutual  funds.  Not  only  are  more  U.S.  households  owning  funds,  but 
the  percentage  of  their  discretionary  assets  invested  in  mutual  funds  is  also  increas- 
ing. [See  Appendix,  Figure  3] 

According  to  recent  research,  the  median  age  of  fund  shareholders  is  46.  Share- 
holders have  a  median  household  income  of  $50,000,  median  financial  assets  of 
$114,000  and  $43,500  invested  in  mutual  funds.3 

B.  Development  of  New  Types  of  Funds  and  Services 

The  development  of  new  types  of  funds  and  shareholder  services  in  recent  years 
has  played  a  major  role  in  the  growth  of  the  industry.  As  the  economic  environment 
changed  during  the  past  two  decades,  the  mutual  fund  industry  responded  by  intro- 
ducing new  products  and  services  to  meet  a  number  of  investment  objectives  and 
goals,  and  to  provide  choice  and  selection  in  the  fund  industry.  Taxable  money  mar- 
ket funds  were  developed  in  1972,  and  became  a  popular  investment  vehicle  for  in- 
vestors. Their  tax-exempt  counterparts  were  introduced  in  1979.  During  the  1980's, 
a  variety  of  new  fund  types  proliferated,  such  as  international  funds,  precious  met- 
als funds,  and  more  recently,  Ginnie  Mae  and  government  income  funds. 

The  industry  also  has  developed  many  new  services  to  better  meet  shareholders' 
needs.  There  services  include  (1)  toll  free  (800)  telephone  numbers,  (2)  24-hour  tele- 
phone access,  (3)  touch-tone  telephone  access  to  account  information  and  trans- 
actions, (4)  consolidated  account  statements,  (5)  shareholder  newsletters  and  (6)  cost 
basis  information,  among  others. 

C.  Mutual  Funds  and  Retirement  Plans 

The  retirement  plan  market  has  played  an  integral  role  in  the  industry's  growth. 
Recent  data  indicate  the  popularity  of  mutual  funds  as  a  vehicle  through  which  to 
invest  retirement  dollars.  By  the  end  of  1992,  retirement  assets  accounted  for  21 
percent  of  the  mutual  fund  industry's  asserts. 

The  largest  share  of  the  fund  industry's  retirement  plan  assets  are  held  in  Indi- 
vidual Retirement  Account  (IRA)  assets.  Despite  a  major  modification  to  the  rules 
regarding  deductibility  of  ERA  contributions  by  the  Tax  Reform  Act  of  1986,  ERA  as- 
sets in  mutual  funds  continue  to  grow.  Mutual  funds  held  $211  billion,  or  29  per- 
cent, of  the  $724.7  billion  IRA  market.  In  addition,  the  number  of  mutual  fund  IRA's 
stood  at  24.3  million,  up  from  500,000  in  1981,  the  year  after  legislation  was  passed 
to  create  the  "universal"  ERA.  [See  Appendix,  Figure  4] 

In  recent  years,  mutual  funds  have  attracted  corporate  retirement  plan  assets. 
Large  corporations  and  small  companies  alike  have  increasingly  switched  from  de- 
fined benefit  plans  to  defined  contribution  plans,  such  as  401(k)  plans,  in  order  to 
save  money  and  to  pass  the  control  of,  and  responsibility  for,  retirement  funds  to 
their  employees.  The  growth  of  defined  contribution  corporate  retirement  plans  has 
been  dramatic.  In  1975,  only  11.2  million  participants  were  covered  by  corporate  de- 
fined contribution  plans  as  compared  to  the  27.2  million  participants  covered  by  cor- 
porate defined  benefit  plans.  By  1990,  however,  approximately  38.5  million  employ- 
ees were  covered  by  corporate  defined  contribution  plans  as  compared  to  only  28.8 
million  employees  in  corporate  defined  benefit  plans.  It  is  anticipated  that,  by  the 
year  2000,  corporate  defined  contribution  plans  will  have  52.3  million  participants 
with  assets  of  $2,258  trillion  while  corporate  defined  benefit  plans  will  have  29.7 
million  participants  and  assets  of  $1,847  trillion.  [See  Appendix,  Figures  5  and  6] 


2Testimony  of  Richard  C.  Breeden,  Chairman,  U.S.  Securities  and  Exchange  Commission, 
"Concerning  the  State  of  the  Securities  Industry,"  before  the  Subcommittee  on  Securities  of  the 
Committee  on  Banking,  Housing,  and  Urban  Affairs,  U.S.  Senate,  January  8,  1991. 

3  Investment  Company  Institute,  Profiles  of  Mutual  Fund  Shareholders  (1992). 
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HI.  Mutual  Funds'  Role  in  the  U.S.  Economy 

A.  Mutual  Funds  Assist  in  Capital  Formation 

While  the  mutual  fund  industry  does  not  originate  loans  or  other  forms  of  credit, 
it  does,  through  its  purchases  of  publicly  traded  securities,  act  as  a  bridge  linking 
American  investors  with  securities  issuers.  In  this  way,  the  mutual  fund  industry 
has  contributed  to  economic  growth  through  its  effect  on  overall  capital  formation 
and  on  particular  capital  markets. 

For  example,  the  expansion  of  aggressive  growth  and  growth  funds  has  stimulated 
the  financing  of  many  new  equity  issues  by  making  it  easier  and  cheaper  for  emerg- 
ing companies  to  issue  their  stock.  In  this  regard,  I  note  that  more  and  more  funds 
have  been  organized  to  invest  primarily  in  securities  issued  by  smaller  companies. 
For  example,  as  of  December  1992,  there  were  at  least  57  small  company  growth 
mutual  funds,  with  aggregate  assets  of  over  $19  billion. 

B.  Mutual  Funds  Provide  Jobs 

Another  measure  of  the  fund  industry's  impact  on  the  economy  is  the  employment 
of  people  who  are  directly  involved  in  day-to-day  fund  operations  and  management. 
The  Investment  Company  Institute  conservatively  estimates  the  number  of  these 
people — including  employees  of  fund  advisory/management  companies,  custodian 
banks,  transfer  agent  and  shareholder  communications  functions,  and  sales  force 
distribution — to  be  at  least  150,000.  Of  course,  the  industry  also  indirectly  employs 
service-providers,  such  as  outside  lawyers  and  accountants,  printers,  computer  sys- 
tems and  software  providers,  marketing  communications  agencies,  and  a  host  of  oth- 
ers not  measured  in  this  estimate.  Also  unmeasured  are  nonindustry  people  em- 
ployed in  jobs  created  by  overall  economic  growth,  aided  by  the  rise  of  the  fund  in- 
dustry. 

IV.  Regulation  of  Mutual  Funds 

A.  Mutual  Funds  are  Subject  to  Stringent  Regulation 

The  growth  of  the  mutual  fund  industry  can  be  attributed,  in  large  part,  to  the 
fact  that  it  is  stringently  regulated  under  the  Federal  securities  laws.  This  regu- 
latory scheme  has  fostered  a  high  level  of  investor  confidence.  As  noted  by  former 
SEC  Chairman  Ray  Garrett,  Jr.,  "No  issuer  of  securities  is  subject  to  more  detailed 
regulation  than  mutual  funds."  Mutual  funds  are  regulated  under  four  of  the  Fed- 
eral securities  laws. 

•  Shares  of  mutual  funds  are  registered  under  the  Securities  Act  of  1933,  which  re- 
quires a  fund  to  provide  potential  investors  with  extensive  prospectus  disclosures 
about  the  fund,  including  information  about  the  fund's  investment  objectives  and 
policies,  investment  risks,  and  all  fees  and  expenses. 

•  The  distributors  of  mutual  funds  are  regulated  as  broker-dealers  by  the  SEC 
under  the  Securities  Exchange  Act  of  1934  and  are  subject  to  regulation  by  the 
National  Association  of  Securities  Dealers,  Inc. 

•  In  addition,  investment  advisers  to  mutual  funds  must  be  registered  with  the  SEC 
under  the  Investment  Advisers  Act  of  1940. 

•  Finally,  and  most  importantly,  mutual  funds  must  register  with  the  SEC  as  in- 
vestment companies  under  the  Investment  Company  Act  of  1940. 

The  Investment  Company  Act  is  a  model  of  effective  legislation,  which  was  draft- 
ed by  the  staff  of  the  SEC  and  enacted  with  industry  support.  At  the  August  23, 
1940  signing  ceremony,  President  Franklin  D.  Roosevelt,  commending  this  achieve- 
ment, stated  that,  "The  investment  trusts  have  themselves  actively  urged  that  an 
agency  of  the  Federal  Government  assume  immediate  supervision  of  their  activi- 
ties."* 

The  core  objectives  of  the  Investment  Company  Act  are  to:  (1)  insure  that  inves- 
tors receive  adequate,  accurate  information  about  the  investment  company;  (2)  pro- 
tect the  physical  integrity  of  the  company's  assets;  (3)  prohibit  or  regulate  forms  of 
self-dealing;  (4)  restrict  unfair  and  unsound  capital  structures;  and  (5)  insure  fair 
valuation  of  investor  purchases  and  redemptions.  In  order  to  achieve  these  objec- 
tives, the  Investment  Company  Act,  among  other  things,  prohibits  transactions  be- 
tween an  investment  company  and  affiliated  persons  of  the  investment  company,  re- 
quires that  investment  company  officers  and  employees  with  access  to  company  as- 
sets be  bonded  against  larceny  and  embezzlement  and  specifies  stringent  require- 
ments for  the  custodianship  for  investment  company  assets.  Investor  protections  are 
also  furthered  by  the  requirement  under  the  Investment  Company  Act  that  at  least 
forty  percent  of  a  fund's  board  of  directors  must  be  disinterested  persons  of  the  fund. 


1  Wall  Street  Journal,  August  24,  1940. 
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One  of  the  most  important  requirements  under  the  Investment  Company  Act  is 
that  mutual  funds  sell  and  redeem  their  shares  at  their  current  net  asset  value, 
which  is  determined  at  least  daily.  The  daily  mark-to-market  requirement  under  the 
Act  imposes  a  discipline  upon  mutual  funds  to  which  other  financial  institutions  are 
not  subject. 

B.  SEC  Staff  Study  on  Investment  Company  Regulation 

In  recognition  of  the  growth  and  structural  changes  in  the  investment  company 
industry,  Tormer  Chairman  Breeden  requested  the  SEC  Division  of  Investment  Man- 
agement, on  the  fiftieth  anniversary  01  the  Act,  to  examine  the  existing  regulation 
of  the  investment  company  industry.  In  May,  1992,  the  staff  of  the  Division  issued 
a  study  entitled  "Protecting  Investors:  A  Half  Century  of  Investment  Company  Reg- 
ulation." The  Study  includes  the  Division's  legislative  and  regulatory  recommenda- 
tions on  changes  to  the  Investment  Company  Act,  the  rules  thereunder  and  provi- 
sions of  other  Federal  securities  laws  regulating  investment  companies.  I  concur 
with  the  Study's  general  conclusion  that  the  Act  and  the  regulations  thereunder 
have  worked  well  for  the  past  52  years  and  that  there  is  no  need  for  changes  in 
the  core  investor  protection  provisions  that  have  served  mutual  fund  shareholders 
for  over  half  a  century.  At  the  same  time,  the  Study  did  recommend  certain  legisla- 
tive and  regulatory  modernizations,  which  I  generally  support,  although  I  do  dis- 
agree with  some  specific  recommendations. 

V.  Recommendations  for  Improving  Investor  Protection 

I  believe  that  the  regulatory  scheme  to  which  mutual  funds  are  subject  is  working 
well.  However,  there  are  steps  that  should  be  taken  to  ensure  that  the  high  level 
of  investor  protection  continues. 

A.  The  Need  to  Ensure  Adequate  Resources  for  the  SEC 

The  SEC's  diligent  and  effective  regulation  of  the  mutual  fund  industry  has  con- 
tributed to  a  high  level  of  investor  confidence  in  the  integrity  of  the  industry.  How- 
ever, the  highly  effective  regulation  that  the  mutual  fund  industry  has  experienced 
to  date  cannot  be  assured  in  the  future  if  funding  for  the  SEC  (and  the  Division 
of  Investment  Management  in  particular)  does  not  remain  adequate. 

An  examination  of  the  growth  rate  of  the  mutual  fund  industry,  as  compared  to 
the  growth  of  the  SEC's  resources  devoted  to  regulation  of  the  industry,  illustrates 
that  there  may  be  cause  for  concern  about  the  SEC's  ability  to  provide  effective 
oversight  in  the  coming  years.  For  example,  from  1982  to  1992,  the  number  of  reg- 
istered investment  companies  increased  by  133  percent  and  the  assets  under  man- 
agement of  such  companies  increased  by  344  percent.  In  contrast,  the  staff  of  the 
Division  of  Investment  Management  grew  by  only  74  percent  over  that  period. 

While  the  resources  available  to  the  SEC  have  proven  to  be  adequate  to  date,  if 
the  industry  continues  to  grow,  there  would  be  cause  for  concern  if  the  SEC's  re- 
sources do  not  keep  pace.  For  example,  all  new  fund  prospectuses  are  reviewed  by 
the  SEC  staffs.  A  greater  number  of  new  funds  will  thus  place  more  demands  on 
the  SEC. 

Another  important  function  that  could  come  under  increased  pressure  as  the  in- 
dustry grows  is  rulemaking  and  applications.  While  the  Investment  Company  Act 
contains  very  detailed  provisions  governing  the  structure  and  operations  of  mutual 
funds,  it  also  grants  the  SEC  broad  authority  to  adopt  rules  and  grant  individual 
exemptions.  The  exemptive  process  in  particular  has  permitted  the  development  of 
innovative  products  and  services  designed  to  meet  changing  investor  needs.  Much 
of  the  benefit  of  the  exemptive  process  hinges  upon  the  industry's  ability  to  respond 
quickly  to  changing  market  conditions  and  the  SEC's  corresponding  ability  to  proc- 
ess requests  for  exemption  in  an  expeditious  manner.  Yet  the  time  required  for  proc- 
essing applications  will  only  increase  if  there  are  staffing  shortfalls. 

Inspections  are  another  important  area  that  requires  adequate  funding.  The 
SEC's  staff  inspects  investment  companies  to  determine  the  accuracy  of  disclosure 
in  registration  statements  and  the  adequacy  of  compliance  with  regulatory  require- 
ments. If  the  growth  in  the  number  and  size  of  investment  companies  continues  to 
outpace  increases  in  the  SEC's  staff  assigned  to  inspect  those  companies,  we  are 
concerned  that  problems  in  the  industry  might  go  undetected.  Thus,  former  Com- 
mission Chairman  Richard  Breeden  recently  stated  in  testimony  on  the  SEC's  pro- 
posed budget  for  fiscal  year  1994  that  *.  .  .  the  extremely  rapid  growth  of  mutual 
funds  makes  an  increase  in  the  number  of  examiners  absolutely  imperative."  He 
went  on  to  say  that  the  SEC  ".  .  .  cannot  possibly  provide  the  73  million  mutual 
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fund  and  other  investment  company  investors  with  consistent  protection  unless  we 
hire  new  examiners  to  keep  pace  with  market  growth."  5 

In  addition  to  the  SEC's  regulatory  activities  that  are  specifically  directed  toward 
investment  companies,  investment  companies,  as  major  investors  themselves  in  the 
U.S.  securities  markets,  have  a  strong  interest  in  the  SEC's  continued  fulfillment 
of  its  many  other  regulatory  responsibilities.  These  include,  ensuring  the  integrity 
of  the  markets  generally,  monitoring  the  quality  of  disclosures  made  by  corporate 
issuers,  and  overseeing  self-regulatory  organizations.  Moreover,  changes  in  the  mar- 
kets due  to  technological  developments  and  growing  internationalization  are  likely 
to  increase  the  demands  on  the  SEC  in  these  areas. 

Ironically,  the  gap  between  the  size  of  the  mutual  fund  industry  and  SEC  re- 
sources available  to  regulate  the  industry  threatens  to  grow  despite  the  fact  that 
mutual  funds  pay  substantial  registration  fees  to  the  SEC.  For  example,  in  1992, 
investment  companies  paid  filing  fees  to  the  SEC  totaling  approximately  $80.9  mil- 
lion. In  contrast,  however,  the  amount  which  the  SEC  expended  to  regulate  invest- 
ment companies  was  only  approximately  $18.4  million,  less  than  23  percent  of  the 
amount  paid.  Thus,  mutual  fund  shareholders  pay  far  more  in  fees  than  they  get 
back  in  terms  of  Federal  regulatory  oversight.  Moreover,  the  Administration  has 
proposed  an  increase  in  the  rate  of  registration  fees  paid  by  issuers  of  securities, 
including  investment  companies,  from  V32  of  one  percent  of  the  amount  offered  to 
V24  of  one  percent. 

I  firmly  believe  that  the  revenues  which  the  SEC  collects  from  the  entities  it  regu- 
lates must  be  used  to  assure  that  a  fully  adequate  level  of  regulation  is  provided 
by  the  SEC  for  the  protection  of  investors.  Therefore,  at  least  a  portion  ol  surplus 
revenues  generated  from  registration  fees  should  be  used  to  increase  the  funding 
available  to  the  SEC  to  regulate  the  entities  paying  those  fees.  This  would  seem  to 
be  the  fairest  and  most  logical  way  to  ensure  that  the  SEC  is  able  to  maintain  an 
appropriate  level  of  regulatory  oversight  over  the  investment  company  industry  as 
it  continues  to  grow. 

In  addition,  with  respect  to  inspections,  consideration  should  be  given  to  changing 
the  SEC's  policy  of  focusing  on  the  100  largest  investment  company  complexes  be- 
cause factors  other  than  size  may  be  better  indicators  of  risk. 

B.  All  Pooled  Investment  Vehicles  Should  Be  Subject  to  Full  Regulation  Under  the 
Federal  Securities  Laws 

The  core  policy  concerns  of  the  Investment  Company  Act  noted  above,  including 
the  need  for  investors  to  receive  adequate  information  about  the  nature  of  the  in- 
vestment company,  the  need  to  protect  the  physical  integrity  of  the  company's  as- 
sets, the  need  to  guard  against  unsound  capital  structures  and  the  need  to  assure 
fair  and  accurate  valuation,  arise  in  the  case  of  any  publicly  offered  pool  of  securi- 
ties. Thus,  when  the  Investment  Company  Act  was  enacted  into  law  in  1940,  Con- 
gress sought  to  cover  all  publicly-offered  pools  of  securities.  However,  the  market- 
place today  includes  many  new  products  that  were  not  envisioned  in  1940  and 
whose  significance  was  not  fully  appreciated  when  the  Investment  Company  Act 
was  last  significantly  amended  in  1970.  The  result  is  that  investor  protection  is  un- 
dermined. 

Therefore,  I  am  pleased  that  one  of  the  major  legislative  recommendations  in  the 
Study  is  an  amendment  to  the  Securities  Act  to  repeal  the  exemption  for  interests 
in  collective  trust  funds  and  separate  accounts  in  which  participant-directed  defined 
contribution  plans  invest. 

The  original  rationale  for  the  exemption  under  the  Securities  Act  was  that  these 
products,  which  are  publicly  offered  securities  pools  just  like  mutual  funds,  were 
sold  to  sophisticated  corporate  employers  to  finance  their  defined  benefit  plans, 
plans  in  which  the  employer  made  the  investment  decisions  and  bore  the  invest- 
ment risks.  As  noted  above,  this  is  clearly  no  longer  the  case.  Today  these  pools  are 
being  sold  to  millions  of  individual  employees  to  fund  their  401(k)  plans  and  other 
types  of  employee-directed  defined  contribution  plans,  plans  in  which  employees 
make  the  investment  decisions  and  bear  the  investment  risks.  The  decision  as  to 
how  to  invest  for  retirement  may  be  the  most  important  investment  decision  that 
an  individual  will  make  during  his  or  her  lifetime.  As  such,  an  employee  making 
this  decision  should  be  entitled  to  receive  the  same  degree  of  disclosure,  subject  to 
the  same  liability  standards,  as  he  or  she  does  with  respect  to  other  purchases  of 
securities.  Therefore,  I  strongly  support  the  SEC  staffs  recommendation  to  repeal 


6See  Testimony  of  Richard  C.  Breeden,  Chairman,  U.S.  Securities  and  Exchange  Commission, 
Concerning  Appropriations  for  Fiscal  Year  1994,  before  the  Subcommittee  on  Commerce,  Justice, 
and  State,  the  Judiciary,  and  Related  Agencies  of  the  House  Committee  on  Appropriations, 
March  23,  1993. 
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the  exemption  under  the  Securities  Act  for  bank  collective  funds  and  insurance  com- 
pany separate  accounts  used  to  fund  participant-directed  defined  contributions 
plans.6  This  change  would  ensure  that  participants  in  such  plans  receive  a  prospec- 
tus containing  the  information  necessary  to  make  informed  investment  decisions 
with  respect  to  their  retirement  savings.7 

In  addition,  I  believe  these  investment  vehicles  also  should  be  required  to  register 
and  be  regulated  under  the  Investment  Company  Act.  Not  only  would  this  further 
the  goal  of  functional  regulation,  it  would  ensure  that  all  investors  in  these  products 
receive  the  full  benefits  of  the  stringent  protections  under  the  Investment  Company 
Act.8 

C.  Regulatory  Modernizations  to  Accommodate  New  Entrants 

One  source  of  the  growth  in  mutual  fund  assets  and  one  of  the  more  significant 
developments  in  the  industry  in  recent  years  has  been  the  entry  of  commercial 
banks  into  the  business.  Today,  it  is  estimated  that  between  10  and  15  percent  of 
all  mutual  funds  assets  are  represented  by  funds  advised  by  banks  or  bank  affili- 
ates. 

However,  the  current  regulatory  structure  did  not  envision  bank  advised  mutual 
funds.  For  example,  while  mutual  funds  advised  by  banks  are  subject  to  the  provi- 
sions of  the  Securities  Act  and  the  Investment  Company  Act,  banks  that  advise  mu- 
tual funds  are  exempt  from  registration  under  the  Investment  Advisers  Act  and 
banks  that  sell  shares  of  mutual  funds  are  exempt  from  registration  as  broker-deal- 
ers under  the  Securities  Exchange  Act.  In  addition,  the  Investment  Company  Act 
does  not  contain  provisions  specifically  addressing  mutual  funds  advised  by  banks. 

In  recent  years,  as  Congress  debated  financial  services  reform  legislation,  Con- 
gressional Committees — including  the  Senate  Banking  Committee — have  recognized 
the  need  for  amendments  to  the  Federal  securities  laws  designed  to  appropriately 
regulate  bank-affiliated  mutual  funds.  More  recently,  SEC  Commissioner  Richard 
Roberts  recommended  the  adoption  of  amendments  to  the  securities  laws  in  this 
area.9  I  support  these  steps.  If  properly  crafted,  they  will  ensure  effective  protection 
for  investors  in  all  mutual  funds,  without  imposing  unnecessary  regulatory  burdens. 

D.  Regulatory  Recommendations 

The  Investment  Company  Act  gives  the  SEC  broad  authority  to  adopt  rules  to  im- 
prove existing  regulation  to  better  achieve  the  objectives  of  the  Act.  I  would  like  to 


6  Recently  the  Department  of  Labor  issued  regulations  under  Section  404(c)  of  the  Employee 
Retirement  Income  Security  Act  ("ERISA")  setting  forth  certain  minimum  standards  for  employ- 
ers that  wish  to  avoid  being  deemed  fiduciaries  under  ERISA,  including  certain  disclosure  re- 
quirements. However,  I  do  not  believe  the  DOL  regulations  provide  the  protections  equivalent 
to  those  that  would  be  provided  if  the  exemption  for  these  vehicles  under  the  Securities  Act  were 
repealed,  as  recommended  in  the  Study.  The  reasons  for  this  include  (1)  the  regulations  would 
not  apply  to  retirement  plans  not  covered  by  ERISA  (e.g.,  governmental  plans),  (2)  the  regula- 
tions are  not  mandatory,  but  are  only  an  optional  safe  harbor  for  each  employer,  (3)  the  disclo- 
sures required  to  be  actually  furnished  to  employees  would  not  be  as  extensive  as  those  required 
under  SEC  standards,  and  (4)  the  disclosures,  unlike  mutual  fund  prospectuses,  would  not  be 
subject  to  review  by  a  governmental  agency. 

7 The  Study  also  recommends  that  the  Federal  securities  laws  be  amended  to  require  delivery 
of  prospectuses  for  the  underlying  investment  vehicles  to  employees  who  direct  their  retirement 
plan  investments.  While  I  strongly  support  this  change,  in  many  instances  the  issuer  of  the  in- 
vestment vehicles  may  not  have  access  to  the  identity  of  individual  plan  participants.  Therefore, 
I  recommend  that  if  this  change  is  adopted,  it  be  clarified  that  prospectuses  can  be  furnished 
to  intermediaries  (e.g.,  employers),  who  will  forward  them  to  participants. 

8While  the  Study  did  not  recommend  this  change,  it  admitted  that  the  "protections  provided 
by  the  Investment  Company  Act  probably  are  somewhat  greater"  than  those  applicable  to  collec- 
tive funds  and  separate  accounts.  The  staff,  however,  concluded  that  requiring  these  entities  to 
register  under  the  Investment  Company  Act  would  be  "costly  and  disruptive."  I  do  not  believe 
this  is  necessarily  true;  in  fact,  I  understand  that  many  bank  collective  funds  have  voluntarily 
registered  under  the  Investment  Company  Act  in  recent  years. 

®  Among  the  amendments  he  suggested  are  (1)  requiring  a  bank  that  advises  a  registered  in- 
vestment company  to  register  with  the  SEC  as  an  investment  adviser,  (2)  granting  the  SEC  au- 
thority to  adopt  regulations  governing  the  conditions  under  which  banks  may  serve  as 
custodians  of  affiliated  investment  companies,  (3)  prohibiting  a  mutual  fund  from  knowingly  ac- 
quiring a  security  during  the  existence  of  an  underwriting  syndicate,  if  the  proceeds  from  that 
acquisition  would  be  used  to  retire  an  indebtedness  owed  to  a  bank  were  the  bank  or  an  affili- 
ated person  thereof  is  an  affiliated  person  of  the  mutual  fund,  (4)  prohibiting  a  bank  or  its  affili- 
ate to  exercise  discretion  over  fiduciary  accounts  to  purchase  as  fiduciary  any  securities  issued 
an  affiliated  mutual  fund,  unless  any  investment  advisory  fee  with  respect  to  the  fiduciary  as- 
sets invested  in  the  fund  is  waived,  and  (5)  prohibiting  a  bank  from  making  any  loans  to  cus- 
tomers to  purchase  shares  in  a  mutual  fund  that  is  affiliated  with  the  bank.  Remarks  of  Richard 
Y.  Roberts,  Commissioner,  U.S.  Securities  and  Exchange  Commission,  "Banks  and  Mutual 
Funds:  Addressing  Conflicts  of  Interest,"  Delivered  to  American  Bankers  Association's  Legisla- 
tive Liaison  Advisory  Committee,  Naples,  Florida,  February  12,  1993. 
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briefly  mention  two  regulatory  items  that  I  believe  should  be  a  priority  for  the  SEC 
in  the  coming  months. 

1.  Summary  Prospectuses 

The  SEC  recently  issued  a  proposal  to  permit  the  purchase  of  mutual  fund  shares 
from  a  summary  prospectus  (referred  to  in  the  proposal  as  an  "off-the-page"  prospec- 
tus)10 Summary  prospectuses  are  intended  to  present  key  information  about  a  mu- 
tual fund  in  a  concise,  easy-to-read  format,  which  would  be  short  enough  to  be  used 
as  an  advertisement  or  a  direct  mail  piece. 

It  is  important  to  keep  in  mind  when  analyzing  this  proposal  that  the  summary 
prospectus  would  be  a  prospectus  under  the  Federal  securities  laws.  (It  would  not — 
as  some  articles  have  implied — simply  allow  any  mutual  fund  advertisement  to  in- 
clude a  purchase  coupon.)  Since  it  would  be  a  prospectus,  mutual  funds  would  be 
held  liable  under  the  Securities  Act  for  any  material  misstatement  or  omission.  In 
addition,  the  SEC  proposal  would  require  that  all  off-the-page  prospectuses  contain 
specified  information  about  the  mutual  fund  in  question.  This  would  include  disclo- 
sure about  the  fund's  investment  policies,  risk  factors,  and  all  fees  and  expenses. 
Moreover,  the  prospectuses  would  be  filed  with  the  SEC  and/or  the  NASD,  where 
they  would  be  reviewed  to  ensure  compliance  with  the  new  rule.  Finally,  all  inves- 
tors would  continue  to  receive  the  full  prospectus  with  the  confirmation  of  any  pur- 
chase and  would  have  to  be  given  the  option  in  the  summary  prospectus  of  receiving 
the  full  prospectus  before  making  any  purchase. 

While  maintaining  the  strong  investor  protections  noted  above,  the  new  summary 
prospectus  would  offer  many  benefits.  First,  it  would  provide  an  alternative  method 
for  investors  to  obtain  information  about  a  mutual  fund.  The  summary  prospectus 
would  provide  a  more  focused  presentation  of  all  information  that  an  investor  needs 
to  know  before  purchasing  mutual  fund  shares.  Second,  this  more  concise  disclosure 
format  should  make  it  easier  for  investors  to  compare  several  mutual  funds.  Third, 
the  summary  prospectus  would  provide  a  special  benefit  to  participants  in  retire- 
ment plans.  As  SEC  Commissioner  Beese  has  argued,  many  employee  participants 
in  defined  contribution  retirement  plans  may  make  ill-informed  investment  deci- 
sions, in  part  because  "most  investors  do  not  spend  a  great  deal  of  time  reading 
bulky  prospectuses  when  they  are  filled  with  legalese."11  The  use  of  a  summary  pro- 
spectus may  encourage  employees  to  study  the  most  vital  information  about  their 
investment  choices.  Fourth,  the  use  of  summary  prospectuses  will  eliminate  unnec- 
essary delays  and  burdens  that  result  from  the  fact  that,  since  mutual  fund  adver- 
tisements cannot  be  accompanied  by  a  purchase  application,  investors  today  gen- 
erally must  go  through  two  steps  in  purchasing  shares  of  directly  distributed  funds. 
The  summary  prospectus  would  allow  investors  to  have  their  money  invested  soon- 
er, if  they  so  choose. 

Related  to  the  summary  prospectus  proposal  is  the  issue  of  prospectus  simplifica- 
tion in  general.  Unlike  prospectuses  for  other  issues,  mutual  fund  prospectuses  are 
intended  for  retail  investors,  as  opposed  to  market  professionals.  This  is  the  very 
reason  why  in  1983,  the  SEC  adopted  a  simplified  prospectus  for  mutual  funds. 
However,  since  that  time,  the  simplified  prospectus  has  grown  lengthier,  more  com- 
plex and  less  comprehensible  to  investors.  Much  of  the  problem  stems  from  the  fact 
that  the  SEC  staff  tends  to  require  detailed  technical  disclosure,  which  is  of  little 
use  to  the  investing  public,  to  be  included  in  the  prospectus.  I  hope  that  the  SEC 
will  take  such  steps  as  are  necessary  to  ensure  that  the  simplified  prospectus  lives 
up  to  its  name. 

2.  Tax-Exempt  Money  Market  Funds 

In  1991,  the  SEC  adopted  amendments  to  Rule  2a-7  under  the  Investment  Com- 
pany Act,  which  regulates  money  market  funds,  to  tighten  the  restrictions  on  money 
market  fund  portfolios.  Several  of  the  new  requirements  were  not  made  applicable 
to  tax-exempt  money  market  funds,  as  the  SEC  felt  it  needed  more  time  to  study 
the  complexities  of  the  tax-exempt  money  market  fund  industry.  A  proposal  has 
been  submitted  by  the  Investment  Company  Institute  to  the  Division  of  Investment 
Management  recommending  amendments  to  the  regulation  of  tax-exempt  money 
market  funds.  I  believe  that  it  is  imperative  that  these  amendments  be  adopted 
shortly  in  order  to  better  protect  investors  in  this  segment  of  the  industry. 


10  See  Release  No.  33-6982  (March  19,  1993). 

11  Remarks  of  J.  Carter  Beese,  Jr.,  Commissioner  U.S.  Securities  and  Exchange  Commission, 
Before  the  Investment  Company  Institute  1993  Pension  Conference  (March  30,  1993). 
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VI.  Internationalization 

Foreign  investment  managers  enjoy  far  greater  access  to  the  U.S.  market  than 
that  available  to  U.S.  Investment  managers  in  almost  all  foreign  markets.  Foreign 
advisers  are  able  to  register  under  the  Investment  Advisers  Act  and  sponsor  and 
advise  U.S.-registered  mutual  funds,  as  well  as  advise  other  U.S.  clients,  including 
pension  funds  and  individuals.  As  of  March  31,  1993,  approximately  312  entities 
with  foreign  business  addresses  from  42  countries  were  registered  under  the  Advis- 
ers Act.  Currently,  a  number  of  foreign  advisers,  possibly  thirty  or  more,  operate 
U.S.-registered  mutual  funds. 

By  contrast,  U.S.  investment  managers  have  limited  access  to  all  major  foreign 
markets.  In  certain  markets,  such  as  Japan  and  Korea,  no  U.S.  investment  man- 
agers sponsor  and  advise  domestic  mutual  funds.  Korea  does  not  permit  U.S.  man- 
agers to  apply  for  a  license  to  manage  mutual  funds,  and  Japan  imposes  discre- 
tionary licensing  standards  under  which  no  U.S.  firm  has  been  granted  a  license  to 
manage  Japanese  investment  trusts  (mutual  funds).12 

I  believe  that  U.S.  regulators  should  negotiate  to  secure  better  access  for  U.S. 
management  firms  seeking  to  enter  foreign  markets.  In  this  regard,  the  North 
American  Free  Trade  Agreement  ("NAFTA")  represents  a  major  victory  for  U.S. 
fund  managers.  Under  current  Mexican  law,  a  U.S.  investment  manager  is  prohib- 
ited from  managing  Mexican  mutual  funds,  and  Mexican  persons  or  entities  must 
own  the  majority  of  any  Mexican  mutual  fund  management  company.  However,  fol- 
lowing implementation  of  NAFTA,  U.S.  management  firms  will  be  permitted  to 
sponsor,  advise  and  distribute  Mexican  mutual  funds.  I  urge  our  regulators  to  con- 
tinue to  push  for  other  market  access  liberalizations  for  U.S.  investment  managers 
through  ongoing  trade  negotiations,  such  as  the  Uruguay  Round  of  GATT  negotia- 
tions. 

Although  foreign  fund  managers  may  readily  establish  U.S.  registered  mutual 
funds  that  are  publicly  offered  to  U.S.  investors,  Section  7(d)  of  the  Investment 
Company  Act  effectively  bars  the  sale  of  foreign  funds  in  the  U.S.  In  its  1992  Study 
on  Investment  Company  Regulation,  the  Division  of  Investment  Management  con- 
sidered ways  to  make  mutual  funds  managed  by  foreign  investment  managers  more 
easily  available  to  the  U.S.  public.  To  achieve  this  goal,  the  staff  concluded  that  Sec- 
tion 7(d)  of  the  Act  should  be  amended  to  make  it  possible  for  a  foreign  fund  to  be 
offered  in  the  U.S.,  even  though  the  fund  may  not  be  in  full  compliance  with  all 
of  the  investor  protection  provisions  of  the  Act. 

However,  although  the  staffs  goal  is  a  worthy  one,  the  introduction  funds  into  the 
U.S.  market  that  are  subject  to  regulatory  standards  other  than  those  applicable  to 
U.S.  funds  jeopardizes  the  level  of  protection  afforded  to  U.S.  Investors.  For  exam- 
ple, the  purchase  and  sale  of  securities  or  other  property  between  a  fund  and  an 
affiliate  of  the  fund  are  prohibited  under  U.S.  law.  In  contrast,  affiliated  trans- 
actions are  a  common  practice  in  other  nations.  I  believe  that  certain  core  provisions 
of  the  Act,  such  as  the  prohibitions  on  affiliated  transactions,  are  so  fundamental 
to  the  U.S.  securities  laws  that  they  should  not  be  compromised.  Foreign  funds  that 
do  not  comply  with  these  provisions  should  not  be  publicly  marketed  in  the  U.S. 

For  this  reason,  legislation  should  not  be  enacted  that  would  permit  a  foreign 
fund  to  be  marketed  in  the  U.S.  without  complying  with  the  same  investor  protec- 
tion standards  applicable  to  a  U.S.  fund.  Instead,  foreign  investment  advisers 
should  be  encouraged  to  continue  to  establish  U.S.-registered  funds  that  operate  in 
compliance  with  U.S.  law. 

VTI.  Conclusion 

It  is  anticipated  that  the  mutual  fund  industry  will  continue  to  experience  growth 
as  mutual  funds  increasingly  become  the  investment  of  choice  for  millions  of  inves- 
tors. To  ensure  that  investors'  interests  continue  to  be  adequately  protected,  it  is 
imperative  that  the  SEC's  resources  keep  pace  with  the  growth  of  the  fund  industry. 
In  addition,  Congress  and  the  SEC  should  take  steps  to  modify  current  regulation 
to  improve  investor  protection.  As  a  start,  I  recommend  that  Congress  (1)  repeal  the 
exemptions  from  the  Securities  Act  and  the  Investment  Company  Act  for  bank  col- 
lective funds  and  insurance  company  separate  accounts  sold  to  participants  in  di- 
rected defined  contribution  plans  and  (2)  modernize  the  securities  laws  to  account 
for  the  entry  of  commercial  banks  into  the  mutual  fund  industry.  To  further  investor 
protections,  the  SEC  should  (1)  adopt  the  "off-the-page"  prospectus  proposal  and  de- 


12  Japan  also  imposes  significant  limitations  on  a  U.S.  adviser's  access  to  the  Japanese  pen- 
sion market.  For  example,  only  those  assets  of  corporate  pension  funds  attributable  to  contribu- 
tions made  after  1990  up  to  a  maximum  of  one-third  of  the  fund's  total  assets,  can  be  managed 
by  a  U.S.  adviser. 
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velop  a  truly  simplified  prospectus  and  (2)  adopt  amendments  to  strengthen  the  reg- 
ulation of  tax-exempt  money  market  funds. 

With  respect  to  the  internationalization  of  the  mutual  fund  industry,  I  strongly 
believe  that  U.S.  regulators  should  negotiate  to  secure  better  access  for  U.S.  man- 
agement firms  seeking  to  enter  foreign  markets.  In  addition,  legislation  should  not 
be  enacted  permitting  foreign  funds  to  be  distributed  in  the  U.S.  without  complying 
with  the  basic  investor  protection  standards  applicable  to  U.S.  funds. 

I  thank  you  for  this  opportunity  to  present  my  views. 
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APPENDIX 
Figure  1 
Total  Net  Assets  (in  millions  of  dollars) 


Year 
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Year  End 
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1985 

1990 

1991 

1992 
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2,531 

7,838 

17,026 

35,220 

47,618 

45,874 

134,761 

495,497 

1,066,892 

1,348,196 

1,599,871 


Note:  For  years  1975-1992,  Total  Net  Assets  include  assets  of 
short-term  funds. 


Source:   Investment  Company  Institute 


Figure  2 

Assets  of  All  Mutual  Funds  by  Type  of  Fund 
(billions  of  dollars  at  year-end) 
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Source:   Investment  Company  Institute 
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Figure  3 


Percencage  of  U.S.  Households'  Discretionary  Assets  Invested  in  Mutual 
Funds,  1982-92 


Percentage  of  Assets 

1982  6.8 

1983  6.1 

1984  6.9 

1985  7.8 

1986  10.3 

1987  11.1 

1988  10.8 

1989  11.8 

1990  12.5 

1991  14.0 

1992  15.8 


Source:   Federal  Reserve  Board 


Figure  4 

Shares  of  the  IRA  Market 
(percent) 

Mutual  Funds  29.1 

Self -Directed  27.9 

Commercial  Banks  18-E5 

Thrifts  X\   a 

Life  Insurance  Companies  8-4 

Credit  Unions  4-6 

Source:   Investment  Company  Institute 
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TESTIMONY  BY  TIMOTHY  P.  HARTMAN 
Chairman,  NationsBank  West,  NationsBank  Corporation 

Chairman  Dodd,  Senator  Gramm,  members  of  the  Committee.  I  am  Tim  Hartman, 
chairman  of  NationsBank  West.  On  behalf  of  NationsBank  and  the  banking  indus- 
try, I  appreciate  the  invitation  to  testify  on  the  issues  facing  banks  in  regard  to  se- 
curities and  the  broader  financial  marketplace. 

I  appear  before  you  on  the  heels  of  a  year  of  record  earnings  for  the  banking  in- 
dustry— a  year  when  the  tonic  of  low  interest  rates  offset  negative  trends  such  as 
slow  loan  growth  and  continuing  high  levels  of  nonperforming  assets.  However,  this 
industry's  financial  performance  must  not  be  taken  out  of  the  context  of  the  long- 
term  structural  challenges  facing  the  banking  industry.  For  decades,  banks  have 
faced  a  growing  number  of  non-bank  competitors  who  are  able  to  move  freely  into 
the  financial  marketplace  and,  once  there,  operate  outside  the  deposit  insurance  sys- 
tem and  its  regulations.  Subsidiaries  of  General  Motors,  AT&T,  General  Electric 
and  IBM  offer  a  variety  of  financial  products  and  have  enjoyed  great  success — so 
much  so  that  banks  now  account  for  only  25  percent  of  all  U.S.  financial  assets 
down  from  40  percent  in  1960.  (1) 

We  at  NationsBank  believe  in  a  pro-competitive,  pro-free-market  environment.  To 
create  that  environment,  the  need  for  comprehensive  reform  of  banking  regulations 
is  greater  than  ever.  As  I  will  explain,  the  issue  is  whether  the  United  States'  bank- 
ing system  will  become  globally  competitive  or  fade  into  irrelevance. 

A  critical  component  of  that  question  is  how  banks  and  other  financial  companies 
will  compete  in  the  swiftly  changing  securities  industry.  Again,  the  realities  of  to- 
day's global  financial  marketplace  should  be  the  standard  by  which  we  build  an  en- 
vironment where  U.S.  banks  and  other  institutions  can  be  competitive  internation- 
ally. Instead,  our  standard  is  shaped  by  legislation  written  sixty  years  ago  during 
the  F-D-R  administration — namely  the  Glass-Steagall  Act. 

Every  day  in  competing  for  corporate  and  institutional  customers,  U.S.  banks 
bump  heads  with  large  universal  banks  from  Canada,  Germany,  the  United  King- 
dom, France  and  Mexico,  among  others.  These  international  financial  giants  bring 
to  bear  far  greater  financial  muscle  than  their  U.S.  counterparts  because  they  offer 
commercial  and  corporate  lending  and  a  full  array  of  investment  banking  services — 
including  debt  and  equity  underwriting — without  facing  the  provisions  of  Glass- 
Steagall. 

It  is  no  surprise,  then,  that  foreign  institutions  now  control  approximately  36  per- 
cent of  all  commercial  and  industrial  loans  in  our  country.  (2)  Parenthetically,  I 
might  add  that  these  foreign  competitors  are  all  the  stronger  because  they  operate 
truly  nationwide  banks — another  advantage  that  U.S.  banks  do  not  enjoy. 

While  the  need  to  be  globally  competitive  is  urgent,  U.S.  banks  must  first  be  com- 
petitive with  our  non-bank  competitors  here  at  home.  In  1933,  the  authors  of  Glass- 
Steagall,  still  shaken  by  the  bank  failures  of  the  depression,  sought  to  protect  de- 
positors by  preventing  commercial  banks  from  linking  commercial  and  investment 
banking.  In  1993,  the  result  is  that  commercial  banks  are  relegated  to  the  least 
profitable  end  of  investment  banking  and  lose  customers  to  less  restricted  domestic 
and  foreign  competitors.  It's  time  to  re-examine  the  outdated  restrictions  of  Glass- 
Steagall  and  achieve  a  balance  that  protects  depositors  while  providing  commercial 
banks  with  complete  and  equal  access  to  U.S.  commercial  customers. 

I  am  sure  I  am  not  the  first  to  report  these  hurdles  facing  commercial  banks.  At 
NationsBank,  we  have  taken  several  innovative  steps  to  provide  securities  products 
and  services  to  our  customers  within  current  restraints.  I  will  be  happy  to  address 
those  strategies  in  the  question-and-answer  session.  My  company  has  taken  these 
steps  for  one  reason:  Customers  of  the  commercial  banking  industry  demand  broad- 
er securities  products  and  services. 

At  NationsBank,  we  have  the  capital  strength  to  find  creative  stop-gap  solutions. 
But  we  are  one  of  the  nation's  largest  banking  companies.  The  vast  majority  of  our 
peers  do  not  have  our  resources.  But  their  greatest  handicap  is  not  so  much  their 
resources  as  a  60-year  old  law  that  has  long  outlived  its  purpose. 

Repealing  Glass-Steagall  is  a  critical  element  of  the  regulatory  and  legislative  re- 
form that  must  take  place  to  ensure  that  the  U.S.  banking  industry  does  not  fade 
into  irrelevance.  I  refer  the  committee  to  a  recent  speech  about  the  decline  of  the 
commercial  banking  industry  by  Federal  Reserve  Chairman  Alan  Greenspan.  The 
Chairman  blamed  Glass-Steagall — and  quote — "other  artificial  legal  barriers  to  bank 
expansion"  for  the  industry's  loss  of  market  share  to  competitors.  He  went  on  to 
say — and  I  quote — "Public  policy,  in  my  view,  should  be  concerned  with  the  decline 
in  the  importance  of  banking."  (3) 

As  important  as  the  securities  component  is,  I  want  to  close  my  remarks  by  elabo- 
rating on  a  point  I  alluded  to  earlier.  Reform  that  seeks  to  create  a  globally  competi- 
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tive  U.S.  banking  industry  must  address  not  just  products  and  services.  First  and 
foremost,  we  believe  it  must  allow  banks  to  expand  geographically  to  gain  the  diver- 
sity and  breadth  needed  for  a  truly  safe  and  sound  U.S.  banking  system.  Legislation 
paving  the  way  for  full  interstate  banking  and  branching  will  create  such  a  system 
of  strong  nationwide  banks.  To  simply  grant  multistate  bank  holding  companies  the 
ability  to  consolidate  the  banks  they  already  own  would  result  in  savings  conserv- 
atively projected  to  equal  $5  billion  a  year.  (4) 

If  used  as  capital  and  leveraged  conservatively,  those  savings  could  generate  ap- 
proximately $50  billion  a  year  in  new  loans  for  the  economy.  Further  analysis  of 
the  effects  of  interstate  consolidation  is  attached  to  my  written  testimony. 

Mr.  Chairman,  members  of  the  committee,  that  concludes  my  prepared  remarks. 
I  thank  you  for  the  opportunity  to  speak  to  you  today. 

FOOTNOTES 

1.  Secura  Group,  a  bank  consulting  firm. 

2.  Furash  &  Co.,  a  bank  consulting  firm,  Attachment  VI. 

3.  Remarks  by  Federal  Reserve  Board  Chairman  Alan  Greenspan  to  the  Con- 
ference on  Bank  Structure  and  Competition,  Federal  Reserve  Bank  of  Chicago,  May 
6,  1993. 

4.  Projected  annual  savings  from  interstate  consolidation  efficiencies,  Attachment 
V. 

Index  of  Attachments* 


Attachment 


Description 


I   

II  ... 

III  . 
IV.. 
V  ... 

VI.., 

vn 
vm 

DC.. 

x  ... 
xi .. 


NationsBank  Savings  Achieved  through  Consolidation 

Reporting  Efficiencies  Achieved  through  Interstate  Consolidation 

Bank  Holding  Company  Analysis 

McKinsey  and  Co.  Consolidated  Savings  Report 

Association  of  Bank  Holding  Companies  Letter  Regarding  Interstate 
Savings  and  Lending  Opportunities 

Chart  on  Foreign  Banks  Gaining  Share  of  Commercial  and  Industrial 
Loans,  Furash  &  Company 

Chart  on  Foreign  Competition  Growing,  Furash  &  Company 

Remarks  by  Alan  Greenspan,  Chairman,  Board  of  Governors  of  the 
Federal  Reserve  System  before  the  29th  Annual  Conference  on  Bank 
Structure  and  Competition 

A  Blueprint  for  Spurring  Economic  Growth  in  the  United  States — Re- 
forms Can  Allow  the  U.S.  Banking  Industry  To  Help  Lead  the  Na- 
tion's Recovery 

Press  Release  Announcing  NationsBank's  Joint  Venture  with  Dean 
Witter 

Press  Release  Announcing  NationsBank's  Acquisition  of  Chicago  Re- 
search and  Trading  Group 


The  above  documents  are  incorporated  herein  by  reference  as  attachments  to  the  testimony 
of  Timothy  P.  Hartman  to  the  Securities  Subcommittee  of  the  Senate  Committee  on  Banking, 
Housing,  and  Urban  Affairs  on  May  20,  1993. 


73 


NationsBank  Corporation 


t\  i  MV-nntn  i    i 


Duplicate  Services  Due  to  Requirements 
To  Maintain  Separate  T-^gal  Fntities 


CostSa 


Z2S 


DESCRIPTION 

Boai'vl  of  thjecton 
FlTTiriTiifp  Sctta  Boards 

Regulatory  Reportins; 
Flfmfnafc  State  posdoss 

AncStFees 
AacEcnt  0/  state  financial* 

T  /-gal  ctmrjr  it|xntiuj; 

Tno  record        1 "  nT. 
SoX£  control  divisions 
VUnSEaaacs  of  local  records 
Allocation  of  costs  to  legal  ""^« 

Multqpie  Tax  ivnnus 
Xnjujjod  for  separate  bask  canoes 

Maintenance  and  y~-Tri~l'»*>'''»i 
Duplicate  systems  or  xmonomons  files 


NOtB       QfcS/Sovraa 
SAVINGS     SAVINGS 

SMM  SWM 


TOTAL  QUANTIFIABLE  SAVINGS 


Sl.O 


0.4 


0.4 


7.0 


0.2 


11.0 


S20.0 


$1.5 


0.6 


0.4 


6.6 


0.1 


7.0 


516.2 


NATIONSBANK 
SAVINGS 

SMM 

S2.S 

1.0 
0.S 


D.6 


03 


1S.0 


S3&.2 


Tie  C&S/Sovrsn  """''■"■  are  lower  boaase  a  a  tsanoed  that  the  tMvatgt  for 
Ft.  and  SC  a^era  IiimnKcd  during  Che  trxnatiai/cacsatidaaaa  tmJyxb  m  1991 


Other  Categories  that  are  difficult  to  quantify 

o  Senior  .Tu'ijgcmcaf  odb  spent  taeoding  Nu\"Z 

sate  bo&rd  moating?  each  month 

Cost  of  crave/,  lodging,  etc 
o  Tiling  of  intercompany  n  »■  •<•  "'"'"^ 

O    T^JC  COST  of  Separate  rzrpi "ft  ti-nrirm  for  CX-3 

< '  "»  h>nr 
o  He  cost  a?  .-Ji-Tz-.j,'.-  the  multiple  xppucadens 

systems  for  each  accounting  and  general  ledger  system 


74 


ATTACHMENT  II 


NATIONSBANK  CORPORATION 
Reports  Prepared  for  Each  Bank 


The  attached  document  summarizes  reports  prepared  to  support  the 
legal  entity  structure  of  a  bank.   NationsBank  prepares  each  of 
these  reports  several  times.   NationsBank  is  currently  preparing 
more  than  12,000  reports  annually  that  vould  not  be  prepared  if 
there  was  only  one  bank  instead  of  seven.   These  reports  can  be 
summarized  into  three  major  groups t 

I.   Regulatory  Reports  -  91  Reports 

II.   Directors'  Reports  -  92  Reports 

III.   Internal  Reports    -  92  Reports 

The  table  below  summarizes  the  number  of  times  each  of  these 
reports  must  be  prepared  by  a  single  bank  compared  to  the  effort 
involved  in  preparing  the  reports  for  seven  banks. 
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*  Supporting  documentation  available 
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ATTACHMENT    IV 

EFFICIENCIES  FROM  INTERSTATE  CONSOLIDATION: 
FACTS  AND  FIGURES 

174     multistate     bank     holding     companies     exist     today 
(that    is,    they    operate    in    more    than    2    states).        Using    first 
quarter     1992     data,     these     banks: 

-  Account  for  roughly  S2.2  trillion  in  banking  assets  or 
approximately  62  percent  of  all  banking  assets  in  the  United 
States. 

-  Hold  about  $1.6  trillion  in  deposits  or  approximately  57 
percent  of  all  deposits  in  the  United  States. 

Operate   25,048   bank   branches 

-  Employ  855,262  employees  on  a  full  time  equivalent  (Kit) 
basis. 

-  Make  roughly  $253  billion  in  consumer  loans  or  about  69 
percent  of  the  total  consumer  loans  made  by  U.S.  banks 

Lend  over  $400  billion  in  commercial  and  industrial  loans,  or 
approximately  72  percent  of  all  C  &  I  loans  in  the  United  States. 

-  Make  over  $260  billion  in  residential  real  estate  loans,  or 
roughly  49  percent  of  all   such  loans  made  by  banks  in  the 
United    States. 

If    these     174     existing     multistate     bank     holding 
companies     were     allowed     to     consolidate     their     interstate 
operations     only     where    they    have    a    presence    today,    it    would 
be    reasonable    to    expect    a    range    of    savings    of    from    0.5 
percent     to     1.0     percent     of    their     noninterest     expense,     based 
on    past    client    work    performed     by    McKinsey    &     Company, 
Inc. 

-  Based   on  first  quarter   1992  data  (annualized),  this  savings  in 
noninterest  expense   would   range   from  a  low  of  $415.7  million 
in  annual   savings  to  a  high  point  of  $813.4  million  in  annual 
savings.     The  midpoint  in   this  range  would  be  $623.5  million  in 
annual    savings. 
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-  This  range  of  annual  savings  amounts  to  2.3  percent  of  1991 
net  income  for  the  entire   banking  industry  at  the  low  end  of 
the  range,  4.6  percent  of  1991   net  income  at  the  high  end  of 
the  range,  and  a  3.5  percent  improvement  in  net  income  at  the 
midpoint  of  the  range. 

Projections  out  5   years   using  conservative   assumptions  about 
capital   requirements   and   earnings   show   that   the   cumulative 
savings  to  the  industry  at  the  «nd  of  5  years  would  range  from 
roughly  $2.3  billion  to  $4.7  billion,  with  a  midpoint  of  $3.5 
billion   in   cumulative   savings. 

These  same  projections     indicate  that  asset  generation  in  the 
form  of  new  lending  into  the  economy  could  range  from 
roughly  $35  billion  in  new  loans  to  a  high  of  $69  billion  in  new 
loans  during  that  same  five  year  period.     The  midpoint  of  this 
range  is  $51.5   billion. in  potential  new  lending  over  5  years. 

-  These     numbers     do     not     include     additional     savings 
that     would     result     from     full     interstate     banking     and 
branching,    nor    do    they     include     the    much     larger 
additional     savings     that     would     result     from     greater 
consolidation    in    the    banking    industry.        McKinsey    & 
Company,     Inc.     has     estimated     elsewhere     that     annual 
savings    of    roughly    $10     billion    could    be    realized    by 
rationalizing     the      banking      industry. 


August    1992 
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INTERSTATE  BANKING  1992 


PROJECTED  ANNUAL  SAVINGS  FROM  INTERSTATE  CONSOLIDATION  EFFICIENCIES 

(Results  of  permitting  banks  to  consolidate  only  where  they  exist  today) 

SMMs 


Year 


Low  end  of  range 


Annual  savings 
Taxes  (23%) 
After  tax  savings 

Increase  in  assets  (1) 
Earnings  on  assets  (2) 
Total  savings 

Cumulative  savings 

Mid  point  of  range 
Annual  savings 
Taxes  (23%) 
After  tax  savings 

Increase  in  assets  (1) 
Earnings  on  assets  (2) 
Total   savings 

Cumulative  savings 

High  point  of  range 
Industry   savings 
Taxes  (23%) 
After  tax  savings 

Increase  in  assets  (1) 
Earnings  on  assets  (2) 
Total   Savings 

Cumulative  savings 


1 


416 

416 

416 

416 

416 

96 

96 

96 

96 

96 

320 

320 

320 

320 

320 

0 

6.400 

14,080 

23.300 

34,360 

0 

64 

141 

233 

344 

320 

384 
704 

461 
1,165 

553 

684 

320 

1,718 

2,382 

624 

624 

624 

624 

624 

144 

144 

144 

144 

144 

480 

480 

480 

480 

480 

0 

9,600 

21,120 

34,940 

51.520 

0 

96 

211 

349 

515 

480 

576 
1,056 

691 
1,747 

829 

995 

480 

2,576 

3,571 

831 

831 

831 

831 

831 

191 

191 

191 

191 

191 

640 

640 

640 

640 

640 

0 

12,800 

28,160 

46.600 

68.720 

0 

128 

282 

466 

687 

640 

768 
1,408 

922 
2,330 

1.106 
3,436 

1.327 

640 

4,763 

(1)  Savings  support  an  increase  in  assets  of  20  times  the  prior  year's 
cumulative  after-tax  savings  (i.e.,  equity  is  5%  of  total  assets,  or 
proposed  leverage  ratio  for  well  capitalized  banks) 

(2)  Assumes  1%  return  on  assets  (ROA) 

Note:    Savings  and  capital  are  interchangeable  terms. 

Source:    FDIC  Reports  of  Condition  and  Income,  1Q92;  McKinsey  analysis 
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ATTACHMENT  V 

ASSOCIATION  of  BANK  HOLDING  COMPANIES 

700  Thirteenth  Street,  NW  -  Suite  1170 

Washington,  DC  20005-3960 

(202)393-1158 


February  3,  1993 


Honorable  Bill  Clinton 
President  of  the  United  States 
The  White  House 
1600  Pennsylvania  Avenue.  NW 
Washington,  DC  20500 

Dear  President  Clinton: 

The  members  of  this  Association,  comprised  of  pro-competitive  banking 
companies  that  make  the  bulk  of  commercial  and  industrial  loans  in  the  United 
States,  are  very  supportive  of  your  Administration's  avowed  intent  to  restore 
vitality  to  the  nation's  economy.  In  previous  messages,  this  Association,  in 
conjunction  with  other  banking  organizations,  has  outlined  both  short-  and 
long-run  measures  we  believe  can  be  taken  to  enhance  banking's  ability  to 
contribute  to  the  recovery.  (I  refer  specifically  to  a  December  7,  1992,  letter 
signed  by  officers  of  six  depository  institution  trade  associations  relative  to 
regulatory  relief  matters  and  to  a  December  21,  1992,  letter  signed  by  the 
co-chairs  of  a  Joint  Task  Force  on  Banking  Modernization  formed  under  the 
auspices  of  this  Association  and  the  American  Bankers  Association  relative  to 
banking  structure  issues.) 

One  of  the  quickest  and  most  effective  ways  of  increasing  bank  efficiency, 
and  thus  expanding  the  ability  of  banks  to  serve  their  communities,  is  through 
the  enactment  of  legislation  to  authorize  full  interstate  banking  and  branching. 
As  the  Joint  Task  Force  noted  in  its  December  21  letter,  banks  have  been  able 
to  make  some  progress  through  changes  in  state  laws,  but  the  progress  has  been 
slow  and  spotty  because  of  the  inevitable  differences  that  arise  from  individual 
action  by  the  various  states.  Meanwhile,  Federal  geographic  restrictions  remain 
in  place.  This  means  that  our  non-bank  competition  enjoys  national  expansion 
opportunities  denied  to  banking  organizations.  As  a  result,  banking 
organizations  suffer  from  a  lack  of  flexibility  in  responding  to  their  customers' 
needs  and  an  inability  to  respond  properly  to  relentless  cost-reduction  pressures. 

A  recommendation  by  your  Administration  to  remove  these  geographic 
barriers  would  have  an  immediate  impact  on  the  safety  and  soundness  of  the 
banking  system  by  allowing  a  further  diversification  of  risk.  It  also  would 
permit  banking  organizations  to  reorganize  and  reduce  costs.  Altogether,  gains 
from  such  efficiencies  have  been  estimated  to  be  in  the  billions  of  dollars. 
These  are  the  savings  that  can  be  redirected  immediately  toward  additional 
lending  and  other  productive  uses. 
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There  is  broad  support  for  interstate  banking.  As  indicated,  both  this 
Association  and  the  American  Bankers  Association  are  on  record  in  favor  of 
removing  geographic  barriers,  as  is  the  Association  of  Reserve  City  Bankers  and 
the  Consumer  Bankers  Association.  This  broad  industry  support  was  reflected  in 
earlier  Congressional  action  —  both  the  House  and  the  Senate  in  1991 
overwhelmingly  passed  interstate  banking  and  branching  amendments  although 
the  amendments  did  not  survive  to  become  law.  We  are  convinced  that  there 
exists  in  Congress  today  the  same  substantial  reservoir  of  support  for  improving 
the  ability  of  banks  to  deliver  services  through  removal  of  geographic  barriers. 
We  further  believe  that  any  proposal  by  the  Clinton  Administration  to  do  so 
would  be  met  with  prompt  and  favorable  Congressional  consideration. 

Prompt  enactment  of  interstate  banking  and  branching  legislation,  along 
with  action  to  reduce  unnecessary  regulatory  burdens  on  the  industry,  would  do 
much  to  assure  that  banks  are  enabled  to  do  more  in  maintaining  their 
traditional  role  as  engines  of  economic  stimulus. 

Therefore,  the  Association  of  Bank  Holding  Companies  (membership  listing 
enclosed)  urges  that  your  Administration  recommend  to  the  Congress  enactment 
of  interstate  banking  and  branching  legislation  and  that  it  be  linked  to  your 
program  to  stimulate  the  creation  of  jobs. 

Sincerel 


Thomas  Ludlow  Ashley 
President 


Enclosure 
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ATTACHMENT  VI 


Foreign  Banks  Gaining  Share  of 
Commercial  and  Industrial  Loans 
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REMARKS  BY  ALAN  GREENSPAN 

Chairman,  Board  of  Governors  of  the  Federal  Reserve  System  Before  The 

29th  Annual  Conference  on  Bank  Structure  and  Competition 

Federal  Reserve  Bank  of  Chicago,  Chicago,  Illinois 

May  6,  1993 

FDICIA  and  the  Future  of  Banking  Law  and  Regulation 

It  is  a  pleasure  to  participate  again  in  this  Conference,  the  theme  of  which  is  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991.  As  timely  as  this 
subject  remains,  my  intent  today  is  to  move  beyond  FDICIA  and  discuss  a  more 
basic  issue:  What  should  be  the  goals  of  banking  law  and  regulation,  and  how 
should  we  achieve  those  goals? 

To  understand  optimal  bank  regulation,  one  should  begin  with  an  understanding 
and  appreciation  of  the  role  of  banks  in  a  modern  economy.  Fundamentally,  banks 

f>rovide  an  intermediation  function  that  results  in  depositors  receiving  rates  that  are 
ower  than  the  yields  on  loans  and  securities,  in  return  for  increased  safety,  liquid- 
ity, and  payments  services.  The  intermediation  process,  in  turn,  is  predicated  an  the 
ability  of  banks  to  develop  specialized  information  on  the  credit  worthiness  of  their 
borrowers,  and  to  use  this  information  in  ways  that  take  advantage  of  portfolio  di- 
versification. In  other  words,  banks  are  in  the  business  of  managing  risk.  If  done 
correctly,  the  bank  will  create  economic  value  by  attracting  savings  to  finance  in- 
vestment. If  done  incorrectly,  real  resources  will  be  misallocated,  and  the  bank  may 
fail.  Moreover,  even  if  risk  measurement  and  management  are  done  correctly  the 
bank  may  still  fail,  simply  because  it  was  unlucky. 

The  historic  franchise  of  commercial  banking  has  always  depended  upon  the  cred- 
it insights  of  the  banker:  his  ability  to  gauge  the  capacity  and  willingness  of  a  bor- 
rower to  repay  a  loan:  his  ability  to  sense  which  risks  appear  to  hedge  others.  These 
old  fashioned  concepts  are  still  relevant  in  evaluating  today's  commercial  banking, 
even  as  we  move  toward  sophisticated  risk-management  involving  betas, 
covariances,  and  the  impressive,  evolving  techniques  of  risk  reduction. 

Indeed,  modern  banking  is  not  inherently  different  from  traditional  banking,  ex- 
cept that  there  are  now  many  more  financial  products  involved  than  simple  business 
and  household  loans.  This  continually  expanding  list  includes  instruments  such  as 
futures,  swaps,  camps,  options,  and  other  derivatives  and  guarantees — instruments 
that  do  double  duty  as  products  that  unbundle  risks  for  customers,  and  act  as  tools 
for  managing  the  banks  own  risk  position. 

As  the  complexity  of  the  financial  marketplace  has  increased,  so  has  the  complex- 
ity of  risk  management.  Many  commercial  banks,  for  example,  now  employ  formal 
C&I  credit  scoring  models  to  assist  in  assigning  a  risk  rating  to  a  prospective  credit. 
Loan  pricing  models  now  incorporate  methods  for  disaggregating  a  loans  risk  into 
its  separate  components,  and  pricing  these  components  against  the  marketplace. 
There  are  also  intrinsic-value  pricing  methods,  such  as  risk-adjusted  return  on  cap- 
ital models.  But  although  modern  banking  may  create  sophisticated  mathematical 
structures  to  measure  and  price  risk,  the  raw  data  of  these  systems  remain  the 
credit  judgments  of  the  individual  loan  officers  in  classifying  the  risk  of  a  potential 
loan. 

Risk  can  be  priced  properly,  and  the  nonsystematic  portion  of  risk  can  be  diversi- 
fied away.  But  all  risk  cannot  be  eliminated.  Even  more  important,  the  willingness 
to  take  risk  is  essential  to  the  growth  of  the  macroeconomy.  All  businesses  face  risk, 
and  there  is  a  systematic,  positive  relation  between  risk-taking  and  potential  re- 
ward. Much  of  the  growth  in  employment  in  our  economy  is  associated  with  new 
firms  (and  often  new  technologies)  coming  into  existence  at  the  very  time  that  old 
firms  (and  old  products  or  methods  of  producing  products)  have  gone  out  of  exist- 
ence. The  new  firms  exist  only  because  they  are  willing  to  take  on  risk  and,  often, 
the  old  ones  go  out  of  existence  because  they  did  not  take  risks,  or  at  least  did  not 
take  the  right  risks.  This  replacement  of  stagnating  firms  by  firms  with  high  poten- 
tial for  growth  is  what  Schumpeter  referred  to  as  the  "perennial  gale  of  creative  de- 
struction." Indeed,  if  all  savers  and  their  intermediaries  attempted  to  invest  only 
in  risk -free  assets,  then  the  potential  for  business  growth,  and  the  growth  of  domes- 
tic product  that  flows  from  business  success,  would  never  be  realized. 

Modern,  dynamic,  competitive  economies  are  characterized  by  rapid  obsolescence 
of  products  and  services  displaced  by  ever  more  innovative  ways  of  doing  things. 
The  extent  to  which  new  ventures  are  created  and  old  ones  lapse  is  truly  startling. 
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Indeed,  the  gross  churning  of  employment  is  a  clear  reflection  of  that  process.  Cur- 
rently, about  400,000  workers  a  week  lose  jobs  as  indicated  by  our  labor  force  sur- 
veys and  unemployment  insurance  data.  But  since  total  jobs  are  growing,  albeit 
modestly,  it  means  that  gross  additions  to  employment  as  a  consequence  of  new 
firms,  and  expansion  in  existing  firms,  are  in  excess  of  400,000  per  week. 

If  risk-taking  is  a  precondition  of  a  growing  economy,  and  if  banks  themselves 
exist  because  they  are  willing  to  take  on  and  manage  risk,  what  should  be  the  objec- 
tives of  bank  regulation?  The  answer  clearly  should  begin  with  the  goal  of  cir- 
cumscribing the  incentive  of  banks  to  take  excessive  risks  owing  to  the  moral  haz- 
ard in  the  safety  net  designed  to  protect  the  financial  system  and  individual  deposi- 
tors. But  the  full  answer  must  involve  some  benefit-cost  tradeoffs  between,  on  the 
one  hand,  protecting  the  financial  system  and  taxpayers,  and  on  the  other  hand,  al- 
lowing banks  to  perform  their  essential  risk-taking  functions. 

Herein  lies  the  basic  problem  with  much  of  U.S.  banking  law  and  regulation.  The 
legislative  and  regulatory  process,  in  my  judgment,  has  never  adequately  wrestled 
with  the  question  of  just  how  much  risk  is  optimal.  Recent  banking  law  has  perhaps 
too  often  constituted  a  series  of  reactions  to  perceived  excesses,  and  thereby  tipped 
the  optimum  balance.  For  example,  the  real  estate  appraisal  requirements  of 
FDIREA  were  designed  mainly  to  eliminate  excesses  in  commercial  real  estate  and 
development  lending,  but  have  ended  up  also  excessively  constraining  banks'  lend- 
ing to  small  businesses.  More  generally,  the  toughened  examination  standards  of 
the  late  1980's  and  early  1990's  were  reactions  to  the  lending  excesses  of  the  1980's, 
but  have  also  contributed  to  the  credit  crunch  of  the  1990's 

FDICIA  also  was  a  reaction,  this  time  by  the  Congress,  partly  to  excesses  by  the 
industry  and  partly  to  perceived  inadequacies  of  the  regulators.  While  these  con- 
cerns surely  needed  to  be  addressed,  the  essential  problem  with  FDICIA,  in  my 
view,  was  that  its  authors  did  not  consider  appropriately  the  question  of  optimal 
risk-taking  by  banks.  Rather,  the  Act  aimed  at  recapitalizing  the  Bank  Insurance 
Fund,  and  making  sure  that  future  costs  to  the  deposit  insurance  fund  were  mini- 
mized. But  there  is  danger  here.  If  minimizing  risks  to  taxpayers  is  interpreted  as 
minimizing  bank  failure,  then  we  are  very  likely  to  deter  banks  to  an  excessive  de- 
gree from  accepting  the  kinds  of  risk  that  create  the  value  of  their  franchises.  The 
optimal  degree  of  bank  failure  is  not  zero,  and,  in  all  likelihood,  not  even  close  to 
zero. 

Perhaps  the  Congress  and  we  regulators  should  step  back  and  ponder  the  answers 
to  some  basic  questions. 

What  is  the  optimal  degree  of  risk-taking  by  regulated  financial  institutions?  In 
order  to  have  a  vibrant,  expanding  economy,  to  what  degree  of  risk  should  deposi- 
tors or  taxpayers  be  exposed? 

Second,  with  what  kinds  of  risks,  especially  new  risks,  should  we  concern  our- 
selves? Derivative  markets  provide  important  examples  here.  As  banks  invent  and 
use  ever  more  complex  instruments,  it  becomes  even  more  important  for  regulation 
to  define  clearly  just  where  the  regulatory  risks  lie.  By  doing  this,  regulators  can 
take  actions  that  address  our  legitimate  concerns,  but  that  do  not  stifle  innovation. 

Third,  which  entities  should  be  subject  to  regulatory  controls  over  their  risk-tak- 
ing activities? 

Fourth,  what  tools  should  regulators  use  to  measure  and  limit  risk-taking?  Here 
I  would  emphasize  that  "tools"  should  be  broadly  defined  to  include  the  use  of  not 
only  modern  analytical  and  empirical  methods,  but  also  a  highly  educated  and  so- 
phisticated staff  throughout  the  supervisory  function.  Indeed,  the  maintenance  of  a 
high  quality  staff  is  probably  the  single  most  important  prerequisite  for  successfully 
implementing  the  principles  of  optimal  regulation.  As  an  example,  I  would  note  that 
we  are  considering  the  formation  of  highly  trained  and  specialized  teams  of  examin- 
ers to  assess  the  asset-liability  models  and  other  procedures  used  by  bankers  to 
manage  interest  rate  risk. 

Fifth,  to  what  extent  should  we  seek  global  convergence  of  supervision  and  regula- 
tion? Certainly,  individual  country  banking  structures  and  cultures  differ,  and  they 
are  not  all  subject  to  the  same  forces.  In  one  area  closely  related  to  banking,  the 
payments  system,  international  convergence  could  significantly  reduce  risk  without 
impairing  innovation.  As  indicated  in  the  Promisel  Report,  issued  in  October  1992 
under  the  auspices  of  the  Basle  Committee,  improvements  in  netting  schemes,  ac- 
counting and  disclosure  rules,  and  the  removal  of  cross-border  legal  uncertainties, 
would  significantly  lower  payments  risk.  This  is  of  special  importance  as  payments 
systems  become  ever  larger  in  the  years  ahead. 

I  do  not  propose  to  answer  these  questions  today,  only  to  emphasize  that  regu- 
lators and  the  Congress  should  give  them  more  thought.  My  predilection  is  that 
while  risk-taking  should  be  restrained,  we  should  not  seek  to  minimize  it.  Regard- 
less of  the  degree  of  permitted  risk-taking.  I  believe  that  the  specific  tools  used  by 
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regulators  to  measure  and  control  bank  risk-taking  generally  should  not  be  legis- 
lated. There  is  a  danger  that  legislated  tools  will  be  formulistic,  and  will  result  in 
an  overemphasis  on  regulation,  which  is  the  writing  of  rules  that  apply  to  all  insti- 
tutions, rather  than  supervision,  which  strives  to  take  into  account  the  differences 
across  institutions. 

A  characteristic  of  the  modern  banking  system  is  that  technological  advances 
breed  increasing  numbers  of  ways  to  take  on  risk,  as  well  as  increasing  numbers 
of  ways  to  measure  and  control  risk.  Thus,  we  see  ever  more  diversity  across  banks 
in  their  approaches  toward  risk  management.  No  single  quantitative  standard  or 
ratio  could  capture  this  diversity  across  institutions,  nor  even  capture  the  complex- 
ity of  risk  at  any  one  institution.  Moreover,  rigidly  applied  formulas  can  not  ade- 
?[uately  take  account  of  the  need  for  banks  to  evolve:  regulatory  formulas  may,  in 
act,  stifle  productive  innovation. 

Given  these  thoughts,  regarding  optimal  bank  regulation,  how  should  we  assess 
FDICIA  and  its  ongoing  implementation?  The  portion  of  the  Act  that,  in  my  judg- 
ment, is  most  inconsistent  with  appropriate  bank  regulation  is  Section  132 — what 
I  and  others  have  termed  the  micromanagement  provisions  of  FDICIA.  Section  132 
directs  each  Federal  banking  agency  to  set  standards  regarding  operations,  manage- 
ment, asset  quality,  earnings,  stock  values  (if  feasible),  and  employee  compensation. 
The  necessary  regulatory  response  to  this  portion  of  the  legislation,  and  the  antici- 
pated industry  response  to  the  new  regulations,  have  and  will  divert  scarce  human 
resources  at  regulatory  agencies,  add  to  the  regulatory  burden  on  the  industry,  and 
create  uncertainties,  all  of  which  reduce  the  incentives  of  bankers  to  take  on  risk, 
perhaps  even  reasonable  business  risk. 

The  creation  of  uncertainties  has  been  especially  burdensome,  because  FDICIA 
was  passed  in  December  of  1991,  but  the  provisions  of  Section  132  will  not  be  final- 
ized until  this  summer,  and  they  will  not  take  effect  until  later  in  1993.  During  this 
almost  two  year  period,  while  regulatory  agencies  have  been  wrestling  with  meeting 
the  letter  and  intent  of  the  legislation,  bankers  no  doubt  have  been  reluctant  to  take 
new  initiatives  that  may  run  afoul  of  rules  yet  to  be  announced.  The  agencies, 
meanwhile,  have  been  trying  to  meet  the  intent  of  the  Congress  while  minimizing 
the  burden  on  banks  and  the  deleterious  effects  on  the  supply  of  credit. 

Late  last  month,  the  Federal  Reserve  approved  for  publication  a  Notice  of  Pro- 
posed Rulemaking  regarding  Section  132  Safety  and  Soundness  Standards.  I  antici- 
pate that  bankers  will  offer  timely  and  constructive  criticism  so  that  final  adoption 
can  proceed  apace.  It  is  the  Boards  hope  that,  as  the  regulations  are  being  imple- 
mented, the  agencies  and  the  industry  will  be  diligent  in  seeking  to  ensure  that  the 
intent  of  the  Taw  is  achieved  at  minimum  cost.  Finally,  in  response  to  continuing 
serious  concerns  regarding  excessive  regulatory  burdens  in  banking,  the  Federal  Fi- 
nancial Institutions  Examination  Council  is  expected  to  propose  legislative  changes 
later  this  spring.  I  trust  the  Congress  will  consider  these  proposals  carefully. 

FDICIA  requires  that  risks-based  capital  include  standards  for  interest  rate  risk, 
the  risk  of  concentrations  of  credit,  and  the  risk  of  nontraditional  activities.  The  leg- 
islative language  calls  for  improving  risk -based  capital  in  such  a  way  as  to  make 
the  capital  ratios  better  indicators  of  bank  safety  and  soundness.  The  regulatory 
agencies  are  attempting  to  achieve  this  congressional  intent  without  subjecting 
banks  to  rigid  formulas  and  heavy  reporting  requirements  that  are  unlikely  to  prove 
fruitful  in  achieving  improved  capital  measurements.  Indeed,  a  reading  of  the  draft 
Notice  of  Proposed  Rulemaking  concerning  interest  rate  risk,  approved  for  publica- 
tion by  the  Federal  Reserve  Board  in  March,  should  convince  observers  that  great 
care  is  being  taken  in  the  implementation  of  this  provision. 

For  example,  many  institutions  with  demonstrably  low  interest  rate  risk  would 
be  exempt  from  the  reporting  requirements  of  the  proposed  rule,  and  many  others 
could  use  their  internal  asset-liability  management  models  to  demonstrate  that  they 
are  taking  on  acceptable  levels  of  rate  risk.  The  ability  to  use  their  own  rate  risk 
models  should  encourage  market  participants  to  continue  to  develop  and  refine  in- 
terest rate  risk  measurement  and  management  systems,  as  knowledge  and  tech- 
nology in  this  area  evolve. 

Similarly,  the  draft  proposals  on  concentrations  of  credit  and  the  risk  of  nontradi- 
tional activities  recognize  that  such  risks  depend  critically  on  the  details  of  the  asset 
composition  of  the  individual  bank,  and  on  management  expertise  and  information 
systems.  Again,  no  numerical  standard,  however  complex,  is  likely  to  capture  these 
important  details  as  they  affect  overall  banking  risk.  In  addition,  the  state  of  sci- 
entific knowledge  in  these  areas  is,  quite  frankly,  rather  crude.  Quantitative  stand- 
ards here  could  give  a  false  sense  of  precision  and,  very  possibly,  could  inhibit  the 
development  of  more  sophisticated  and  effective  approaches  to  risk  management. 
For  these  reasons,  the  proposed  regulations  minimize  the  use  of  formulas  and  rely 
heavily  on  the  supervisory  process. 
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Let  me  emphasize  that  the  prudent  supervision  of  banking  organizations  must  be 
forward  looking,  and  consistent  with  the  goals  and  objectives  of  optimal  regulation. 
Any  other  approach  will  be  at  best  counterproductive,  and  at  worst  may  deter  the 
innovation  and  risk-taking  that  are  essential  for  a  growing  economy.  Forward-look- 
ing policymakers  should  also  be  concerned  about  the  potential  for  future  decline  in 
the  value  of  the  banking  franchise.  This  is  important  not  because  it  is  our  job  to 
worry  about  bank  shareholders,  but  because  laws  and  regulations  that  reduce  the 
ability  of  banks  to  bring  value-added  to  the  risk  management  process  also  happen 
to  reduce  the  value  of  the  banking  franchise.  I  would  like  to  conclude  my  remarks 
by  commenting  on  these  issues,  beginning  with  some  observations  on  the  current 
state  of  the  banking  industry. 

As  we  all  know,  earnings  were  at  record  levels  in  1992,  banks  have  been  ex- 
tremely successful  at  raising  new  equity  in  recent  years,  and  asset  quality  seems 
to  be  improving.  In  short,  while  a  portion  of  the  industry  is  still  under  substantial 
stress,  the  industry  has  generally  made  major  progress  in  recovering  from  a  very 
difficult  period. 

Indeed,  the  immediate  future  of  banking  is  anything  but  bleak.  Unlike  some  ob- 
servers, I  am  not  overly  concerned  about  the  possible  impact  on  bank  earnings 
should  interest  raves  eventually  rise.  First,  while  the  last  several  years  have  seen 
a  general  substitution  of  securities  for  loans  in  bank  portfolios,  banks  do  not  appear 
to  have  lengthened  significantly  the  effective  maturity  mismatch  of  their  assets  and 
liabilities  relative  to  earlier  years.  In  other  words,  banks  do  not  appear  to  have  sig- 
nificantly increased  their  interest  rate  risk  in  recent  years.  To  be  sure,  interest  mar- 
gins have  widened,  perhaps  only  temporarily,  both  because  deposit  rates  have  fallen 
relative  to  loan  yields  at  similar  repricing  intervals,  and  because  the  yield  curve  has 
steepened.  However,  as  the  economy  continues  to  improve,  load  demand  presumably 
will  rise  and  banks  will  tend  to  reverse  the  move  into  securities:  the  higher  spreads 
associated  with  loans  will  help  support  earnings.  Finally,  short  of  a  significant 
weakening  in  the  economy,  loan  loss  provisions  can  be  expected  to  continue  to  de- 
cline as  problem  assets  recede.  A  reduction  in  provisions  would  buffer  to  some  ex- 
tent any  decline  in  net  interest  margins. 

While  the  short-  to  intermediate-term  prospects  for  the  industry  should  not  give 
us  cause  for  concern.  I  am  less  sanguine  about  the  long  run.  Bank  commercial  and 
industrial  lending  as  a  percentage  of  total  borrowing  by  nonfinancial  businesses  has 
been  declining  for  several  decades.  This  trend  is  disturbing  for  reasons  that  go  be- 
yond contemporary  concerns  about  the  causes  of  the  recent  credit  crunch.  American 
businesses  increasingly  are  borrowing  directly  from  investors  in  the  form  of  commer- 
cial paper  and  other  debt  obligations,  or  they  are  borrowing  from  nonbank  financial 
institutions.  Viewed  in  this  light,  the  issue  becomes  one  of  the  future  role  of  U.S. 
banks  in  the  overall  provision  of  financial  services,  not  just  loans. 

This  challenge  to  banks  has  occurred  largely  as  a  result  of  the  technological 
changes  that  have  permitted  investors  to  make  their  own  evaluations  regarding 
credit  and  market  risk,  thereby  allowing  investors  to  lend  directly  to  larger  borrow- 
ers. To  some  extent,  banking  organizations  have  responded  to  these  changes  by  par- 
ticipating themselves  in  the  increase  in  direct  investor-borrower  deals.  The  Board 
has  acted,  within  the  confines  of  existing  law,  to  allow  banks  to  evolve  along  with 
technological  change.  Nevertheless,  the  restrictions  of  Glass-Steagall,  in  the  absence 
of  significant  reform  legislation,  imply  that  the  challenge  to  banks'  role  in  financial 
intermediation  will  continue  to  be  driven  to  a  substantial  degree  by  artificial  legisla- 
tive constraints,  not  market  conditions.  Besides  Glass-Steagall,  other  legal  impedi- 
ments to  needed  structural  reform  in  banking — such  as  restrictions  on  interstate 
branching — remain  firmly  in  place. 

Public  policy,  in  my  view,  should  be  concerned  with  the  decline  in  the  importance 
of  banking.  To  the  extent  that  market  forces  are  displacing  the  intermediation  func- 
tions of  banks,  economic  efficiency  is  not  being  impaired:  but  to  the  extent  that  un- 
necessary laws  and  regulations  are  responsible  for  the  decline,  there  is  a  significant 
reduction  in  allocative  efficiency  associated  with  preventing  banking  companies  from 
fully  exercising  their  abilities  to  underwrite  and  manage  risk.  As  the  nonbanking 
sector  expands  relative  to  the  banking  sector — because  of  artificial  legal  barriers  to 
bank  expansion — human  resources,  physical  assets,  and  capital  must  be  reallocated 
to  the  nonbank  sector.  The  "transaction  costs"  of  this  reallocation  are  not  trivial. 
Further,  the  banking  sector  loses  the  opportunity  to  fully  diversify  its  activities  in 
a  way  that  may  permit  it  to  move  toward  the  risk-return  frontier  rather  than  re- 
main inside  it.  Finally,  and  most  importantly,  the  consumers  of  financial  services 
are  denied  the  lower  prices,  increased  access,  and  higher  quality  services  that  would 
accompany  the  increased  competition  associated  with  permitting  banking  companies 
to  expand  their  activities. 
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The  debate  over  the  repeal  of  Glass-Steagall  provides  an  interesting  and  instruc- 
tive case  study  of  the  difficulty  in  achieving  legislative  reform.  The  possibility  of  re- 
peal of  Glass-Steagall  has  been  raised  many  times  over  the  last  two  decades,  but, 
each  time,  the  opponents  of  repeal  have  mustered  arguments  to  defeat  such  propos- 
als. Recently  for  example,  in  1991,  when  the  recommendations  of  the  Treasury  De- 
partment regarding  expanded  powers  were  being  considered  (and  ultimately  rejected 
in  the  final  FDICIA  legislation),  a  popular  argument  against  reform  was  that  banks 
were  in  trouble  with  low  earnings  and  high  loan  loss  provisions.  Expanded  powers 
at  that  time,  it  was  argued,  would  only  lead  to  additional  risk  that  could  cause  more 
bank  failures.  Now,  in  1993,  opponents  of  reform  argue  that  bank  profits  are  at  his- 
torically record  levels;  therefore,  expanded  powers  are  not  needed  by  the  banks  to 
maintain  their  profitability. 

Apparently,  there  is  no  good  time  for  reform.  This  line  of  argument  is  disturbing. 
We  cannot  afford  to  be  complacent  regarding  the  future  of  the  U.S.  banking  indus- 
try. The  issues  are  too  important  for  the  future  growth  of  our  economy  and  the  wel- 
fare of  our  citizens.  I  trust  that  the  Congress  will  see  FDICIA,  the  subject  of  this 
conference,  not  as  an  end  in  itself,  but  as  providing  a  vehicle  for  allowing  needed 
restructuring  of  our  banking  industry.  Equally  important,  I  would  hope  that  our  ex- 
periences with  the  portions  of  FDICIA  that  impose  excessive  burdens  on  banks  have 
taught  us  that  existing  and  proposed  banking  laws  must  be  evaluated  to  determine 
their  likely  impacts  on  the  soundness  and  competitiveness  of  our  banking  system. 
And,  once  legislation  is  passed,  it  must  be  implemented  in  a  way  that  preserves  the 
value-added  of  the  banking  system,  by  not  confining  banks  in  a  regulatory  strait- 
jacket  that  stifles  innovation  and  prudent  disk  management.  Further,  this  must  be 
done  in  a  way  that  properly  balances  the  banks'  role  as  risk -takers  and  risk  man- 
agers with  the  public  policy  concerns  of  bank  safety  and  protection  of  the  taxpayer. 
By  doing  this,  we  can  greatly  assist  in  the  process  of  achieving  a  healthy  and  dy- 
namic economy. 

Attachment  IX 

A  BLUEPRINT  FOR  SPURRING  ECONOMIC  GROWTH  IN  THE 

UNITED  STATES 

Reforms  Can  Allow  the  U.S.  Banking  Industry  To  Help  Lead  the 

Nation's  Recovery 

No  nation  has  ever  built  a  first-rate  economy  with  a  second-rate  banking  system. 
But  the  grim  truth  today  is  that  the  U.S.  banking  industry  is  on  the  verge  of  sec- 
ond-rate status.  Its  traditional  role  as  the  engine  that  powers  economic  growth  and 
creates  jobs  is  in  jeopardy.  Burdened  by  new  capital  and  credit  quality  standards — 
imposed  by  legislative  mandate  and  regulatory  overreaction  alike — many  banks 
have  begun  to  question  whether  the  risks  associated  with  lending  are  worth  taking. 
And  bank  customers,  especially  consumers  and  small  businesses,  are  bearing  the 
brunt  of  this  tendency  to  avoid  risk. 

With  the  entire  nation  intensely  focused  on  the  state  of  the  economy,  it  is  essen- 
tial to  determine  if  there  are  measures  the  Clinton  Administration  can  prudently 
adopt  to  enhance  the  banking  industry's  ability  to  stimulate  economic  growth  and 
create  thousands  of  new  jobs  in  communities  all  across  America. 

This  paper  is  divided  into  two  major  sections: 

•  Part  I  provides  a  near-term  historical  perspective  in  which  to  examine  the  current 
state  of  the  U.S.  banking  industry. 

•  Part  II  details  elements  of  a  comprehensive  reform  package  that  will  allow  banks 
to  resume  their  essential,  historical  role  of  facilitating  economic  expansion  and  job 
creation  in  the  U.S. 

I.  THE  ROLE  OF  BANKING  IN  THE  UNITED  STATES  TODAY 

Stated  at  its  simplest,  the  complex  business  of  banking  serves  three  important 
functions  in  our  free-market  economy: 

•  Providing  a  readily  accessible  payments  system; 

•  Gathering  money  to  lend;  and 

•  Lending  money  to  all  segments  of  the  economy. 

The  combination  of  these  functions  makes  banking  truly  unique  and  means  that 
strong,  involved  banking  organizations  are  vital  to  the  prosperity  of  any  community. 
Banks  provide  basic  financial  services  to  their  communities.  In  addition  to  the  finan- 
cial conveniences  of  checking  and  savings  accounts,  car  loans,  automated  teller  ma- 
chines, money  orders  and  traveler's  checks,  banks  offer  student  loans  to  help  fami- 
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lies  finance  college  educations,  mortgages  to  help  homebuyers  purchase  new  homes 
and  small-business  loans  to  help  local  companies  get  off  the  ground. 

Banks  play  a  critical  role  in  economic  growth  and  community  development.  By 
funding  municipal  projects,  banks  help  their  communities  grow.  And  when  commu- 
nities thrive,  their  hanks  thrive  along  with  them.  Banks  help  make  their  commu- 
nities better  places  to  live  and  work  by  providing  loans  to  minority  businesses,  cap- 
ital for  the  revitalization  of  older  neighborhoods,  and  funds  for  the  building  and  re- 
pair of  local  churches,  hospitals,  schools,  and  parks. 

This  role  of  community  support,  of  reinvesting  customers'  deposits  back  into  all 
segments  of  the  community,  is  what  differentiates  banks  from  savings  and  loans, 
credit  unions  and  the  emerging  nonbank  providers  of  financial  services  discussed 
later  in  this  document. 

The  traditional  role  of  banking  in  an  expanding  economy  is  to  make  productive 
loans  to  businesses  and  individuals  that  create  new  capital  investment.  This  invest- 
ment sustains  and  enhances  the  expansion  by  creating  new  jobs  for  more  Ameri- 
cans. 

In  four  of  the  last  five  recessions,  increases  in  total  bank  loans  have  mirrored  the 
growth  of  the  nation's  Gross  Domestic  Product  while  the  U.S.  pulled  out  of  a  reces- 
sionary cycle  and  resumed  healthy  economic  expansion.  The  lone  exception  is  the 
most  recent  economic  downturn.  Although  economic  indicators  seemingly  signaled 
an  end  to  this  last  recession  in  July  1991,  the  recovery  has  been,  at  best,  lethargic. 
A  major  underlying  reason  for  this  continued  economic  sluggishness  is  that,  unlike 
in  other  post-recessionary  periods,  loan  growth  has  remained  essentially  flat. 

Fueling  the  expansion  of  small  businesses  is  perhaps  the  most  vital  role  banks 
can  play  in  jump-starting,  and  sustaining,  economic  growth.  The  small-business  sec- 
tor creates  the  majority  of  new  jobs  in  today's  economy.  Small  businesses  are  capa- 
ble of  filling  market  niches  speedily  and  effectively.  They  also  are  uniquely  able  to 
produce  fast,  innovative  business  solutions  in  today's  economic  environment. 

At  the  same  time,  as  numerous  studies  have  shown,  small  businesses  are  the  one 
segment  of  our  economy  that,  even  with  the  revolution  in  the  financial  services  in- 
dustry during  the  past  20  years,  remains  largely  dependent  on  banks  for  their  cap- 
ital needs.  This  continued  reliance  on  tide  banking  industry  is  hardly  surprising, 
since  banks  are  the  institutions  best  suited  to  meet  the  financial  needs  of  small- 
business  owners.  Banks  have  an  unmatched  knowledge  of  risk  in  the  local  market- 
places where  small  businesses  operate.  They  also  offer  the  convenience  and  acces- 
sibility of  local  branch  networks  that  most  small  businesses  require.  Combined, 
these  features  make  banks  the  most  appropriate  and  effective  financial 
intermediaries  to  spur  and  sustain  entrepreneurial  expansion. 

Yet,  today  our  nation's  small  businesses  are  finding  it  difficult  to  access  much- 
needed  new  capital.  Legislative  mandates  and  regulatory  policies — adopted  largely 
in  reaction  to  the  savings-and-loan  scandal  and  bank  problems  since  the  mid-1980's 
have  effectively  prevented  banks  from  initiating  a  traditional  post-recessionary  ex- 

Sansion.  New  risk-based  capital  standards  have  actually  discouraged  lending  and 
ave  given  banks  strong  incentives  to  invest  their  customers'  local  deposits  in  gov- 
ernment bonds.  As  a  Wall  Street  Journal  editorial  on  November  4,  1992 — the  day 
after  100  million  Americans  voted  for  change — aptly  observed: 

Simply  putting  money  into  bonds  .  .  .  saps  the  function  banks  have  in  the 
economy.  They're  supposed  to  lend  money,  especially  to  consumers  and  the 
smaller  companies  that  need  the  handholding  and  microscopic  attention  that 
good  banks  can  provide.  IBM  and  Walmart  can  finance  themselves  by  selling 
commercial  paper  to  institutional  investors,  but  Aunt  Sally  and  the  corner  dry 
cleaner  can't.  But  with  giant  businesses  cutting  back  employment  in  the  name 
of  efficiency  and  productivity,  job  creation  has  to  come  from  small  business.  So 
if  small  business  can't  get  credit,  the  economy  can't  expand. 

Just  as  consumer  spending  has  normally  led  the  nation  out  of  recessions,  small 
businesses  typically  have  been  the  primary  vehicle  for  creating  new  jobs.  By  elimi- 
nating wasteful  legal  and  regulatory  restrictions,  the  specific  initiatives  proposed  in 
Part  II  of  this  document  could  easily  multiply  the  current  level  of  bank  capital  avail- 
able far  small-business  lending  by  several-fold  in  the  first  year  alone.  Ana  the  bene- 
fits would  only  continue  to  grow  over  time. 

The  area  of  regulatory  intervention  that  is  perhaps  of  greatest  concern  in  the 
banking  industry  today  is  with  regard  to  the  Community  Reinvestment  Act.  Clearly, 
community  investment  is  a  vital  component  of  any  bank's  activities,  and  this  re- 
sponsibility to  low-  and  moderate-income  communities  is  appropriately  recognized 
and  enforced  by  the  existence  of  the  Act  itself. 

However,  much  of  the  current  CRA  regulatory  review  process  is  report-driven 
rather  than  results-driven.  One  consequence  has  been  widespread  concern  on  all 
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sides  of  this  issue.  The  industry  questions  the  utility  of  the  process,  while  commu- 
nity activists  distrust  the  effectiveness  of  enforcement. 

The  community  development  bank  concept  that  has  been  much  discussed  recently 
provides  an  intriguing  supplementary  approach  to  attacking  the  challenges  of  inner- 
city  development  ana  capital  formation.  It  deserves,  and  no  doubt  will  receive,  con- 
siderable further  study. 

As  this  concept  is  being  developed,  however,  several  legislative  changes  are  ur- 
gently required  to  strengthen  the  effectiveness  of  CRA-based  lending — and  to  shift 
the  emphasis  from  simply  satisfying  regulatory  requirements  to  producing  real  eco- 
nomic results.  Those  proposed  changes  to  CRA,  as  well  as  in  other  areas,  are  de- 
tailed in  Part  II. 

Traditional  Roles  of  Banking  Assaulted 

After  comprehensive  banking  legislation  was  passed  during  the  Great  Depression, 
the  banking  business  was  fairly  simple  for  40  years.  Banks  took  in  deposits  at  rates 
set  by  regulators  and  loaned  them  to  businesses  and  individuals  at  spreads  suffi- 
cient to  earn  a  respectable  profit. 

Commencing  in  the  1970's,  external  developments  largely  outside  the  domestic 
banking  industry  started  to  change  the  banking  business  forever.  The  most  direct 
impetus  for  change  came  from  new,  unregulated  companies  that  began  to  provide 
an  array  of  traditional  banking  services. 

Rise  of  Mutual  Funds — Until  the  mid-1970's,  banks,  savings  institutions  and 
credit  unions  were  essentially  the  only  organizations  that  gathered  and  held 
consumer  deposits.  Money  market  mutual  funds  (MMMF's)  were  relatively  small 
and  almost  unknown  as  a  substitute  for  bank  deposits.  However,  the  rapid  rise  of 
inflation  and  interest  rates  in  the  late  1970's  and  early  1980's  allowed  MMMF's  to 
grow  rapidly.  Because  bank  interest  rates  were  capped  by  Regulation  Q — while  the 
rates  paid  by  MMMF's  were  not — a  significant  amount  of  deposits  left  banks  for 
these  diversified,  higher-yielding  investments. 

As  the  mutual-fund  industry  gathered  steam,  the  industry  responded  in  the  early 
1980's  by  asking  Congress  to  pass  legislation  that  led  to  the  phase-out  of  regulatory 
ceilings  on  rates  banks  could  pay  for  deposits.  As  a  result,  banks  now  can  offer 
money  market  accounts  to  compete  with  MMMF's.  But  even  with  this  change,  mu- 
tual fund  assets  continued  to  grow  faster  than  bank  deposits.  They  expanded  at  a 
compound  annual  rate  of  22  percent  during  the  last  decade,  while  the  domestic  de- 
posits of  U.S.  banks  grew  at  less  than  7  percent  annually.  This  trend  reflects  a  fun- 
damental, and  apparently  permanent,  shift  in  the  structure  of  the  U.S.  financial 
services  industry. 

While  interest-rate  deregulation  gave  banks  the  ability  to  compete  with  MMMF's, 
the  effect  was  a  dramatic  increase  in  the  cost  banks  paid  for  deposits.  This  is  only 
one  illustration  of  the  increasing  pressure  on  bank  earnings  in  recent  years  that  has 
caused  the  industry's  return  on  equity  (ROE)  to  fall  substantially.  In  1991,  one-third 
of  the  nation's  banks  produced  an  ROE  of  below  5  percent — well  below  the  average 
for  other  U.S.  industries. 

It  is  significant  to  note  that  MMMF's,  which  customers  can  access  by  calling  an 
800  number,  do  not  perform  the  same  crucial  role  in  U.S.  communities  as  banks. 
They  do  not  return  their  customers'  investments  back  to  'heir  communities  in  the 
form  of  loans  to  small  businesses  that  create  jobs  and  \,  ,'ide  access  to  capital  for 
all  segments  of  the  community.  Typically,  deposits  into  MMMF's  are  invested  in 
money  market  instruments  issued  by  large  financial  intermediaries  and  large  com- 
mercial organizations. 

Thus,  the  disintermediation  of  funds  from  banks  to  mutual  funds  does  not  serve 
local  communities  but  only  the  largest  and  financially  soundest  entities  in  the  U.S. 
While  banks  accept  their  prime  responsibility  for  community  investment  under  the 
Community  Reinvestment  Act,  these  viable  competitors  for  local  deposits  have  no 
requirement  to  invest  a  portion  of  their  deposits  in  loans  to  help  their  communities. 
CRA  requirements  placed  on  these  nonbank  gatherers  of  local  funds  would  greatly 
increase  the  amount  of  funds  available  to  small  businesses. 

Corporations  Bypass  Banks — Fifty  years  ago,  U.S.  companies  went  to  banks 
for  80  percent  of  their  financing  needs.  As  recently  as  20  years  ago,  they  still  met 
35  percent  of  their  need  for  capital  through  bank  loans.  In  1991  that  percentage  had 
fallen  to  just  16  percent.  The  principal  reason  for  this  decline  in  the  last  20  years 
again  relates  to  new  forms  oi  financial  products  and  services  that  bypassed  the 
banking  industry. 

While  the  growth  of  money  market  mutual  funds  caused  a  fundamental,  struc- 
tural change  on  the  liability  side  of  the  banking  industry's  balance  sheet,  the  growth 
of  the  commercial  paper  market  forced  a  similar  change  on  the  asset  side.  Beginning 
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in  the  1970's,  corporate  treasurers  found  that  they  could  go  directly  to  the  financial 
markets  and  issue  commercial  paper  at  less  cost  than  by  borrowing  from  banks. 
Able  to  fund  themselves  more  cheaply  in  the  commercial  paper  markets,  many  high- 
ly rated  companies  and  their  higher-quality  loan  business  left  the  banking  industry. 
Since  banks  were  prohibited  from  offering  competitive  products,  the  new  financial 
vehicles  from  unregulated  competitors  such  as  MMMF's  and  commercial  paper  met 
the  needs  of  customers  far  better  than  bank  products.  Between  1980  and  1990,  com- 
mercial paper  outstandings  increased  nearly  400  percent.  As  a  result,  the  percent- 
age of  total  banking  industry  assets  in  Commercial  and  Industrial  (C&I)  loans  fell 
from  21  percent  in  1980  to  18  percent  in  1990. 

Banks  at  a  Competitive  Disadvantage 

These  are  but  two  examples  of  the  emergence  of  nonbank  competitors  that  have 
permanently  altered  the  U.S.  banking  landscape.  Most  innovations  in  financial  serv- 
ices products,  services  and  technology  have  taken  place  outside  the  banking  indus- 
try where  unregulated  competitors  are  not  burdened  by  heavy,  arcane  restraints. 
Banks  have  been  forced  to  play  a  continual  game  of  catch-up,  petitioning  Congress 
and  the  regulators  for  relief. 

Today,  major  providers  of  financial  services  include  Ford,  General  Electric,  Sears, 
GMAC,  AT&T,  numerous  consumer  and  commercial  finance  companies,  leasing  com- 
panies, and  mortgage  companies — as  well  as  companies  making  telephone  and  di- 
rect-mail solicitations  for  mutual  funds  and  other  financial  products.  Regardless  of 
the  size  and  shape  of  these  competitors,  they  have  several  things  in  common: 

•  They  are  not  burdened  by  the  overhead  of  a  bank. 

•  They  have  large  amounts  of  capital  and  strong  credit  ratings. 

•  They  are  not  held  accountable  to  the  constructive  objectives  of  the  Community  Re- 
investment Act. 

•  They  do  not  have  to  absorb  the  cost  of  FDIC  insurance,  are  not  forced  to  buy  Fed- 
eral Reserve  stock  and  are  not  required  to  maintain  reserves. 

•  They  do  not  operate  under  the  artificial  geographic  constraints  that  apply  to 
banks. 

All  of  theses  factors  translate  into  a  lower  cost  of  funds  for  nonbank  providers  of 
financial  services.  This  competitive  advantage  allows  them  to  reduce  the  pricing  on 
their  credit  products.  To  remain  competitive,  banks  have  had  to  match  these 
nonbank  competitors'  pricing — putting  even  more  pressure  on  banks'  ability  to  gen- 
erate satisfactory  returns.  And  the  inability  of  banks  to  generate  adequate  returns 
has  directly  affected  their  ability  to  provide  their  communities  with  credit  and  other 
essential  banking  services.  It  is  precisely  such  services  that  smaller  local  businesses 
and  consumers  need  if  we  are  to  have  sound  economic  growth. 

Unequipped  to  compete  for  traditional,  higher-quality  commercial  loans,  banks 
have  turned  in  recent  years  to  customers  of  lesser  quality — and  generally  higher 
risk — to  generate  acceptable  profits  and  ROE's.  Bank  balance  sheets  showed  a  sig- 
nificant increase  in  lending  for  real  estate  and  highly  leveraged  transactions,  for  ex- 
ample, to  make  up  for  the  loss  of  traditional  C&I  lending  opportunities.  Ultimately, 
banks  found  themselves  financing  asset  sales  and  investments,  at  increasingly  in- 
flated prices,  rather  than  the  expansion  of  businesses  and  new  jobs. 

Banks  Cannot  Compete  in  Global  Marketplace 

The  trend  toward  globalization  in  financial  markets  has  confronted  U.S.  institu- 
tions with  increasingly  stiffer  competition  from  foreign  banks.  And  American  banks 
are  losing  their  worldwide  financial  leadership.  As  a  result,  other  U.S.  industries — 
that  need  American  banks  to  finance  their  enterprises — face  the  same  prospect  of 
both  reduced  competitiveness  and  market  share. 

It  is  critical  to  realize  how  poorly  U.S.  banks  have  fared  in  the  global  financial 
environment  during  the  past  20  years.  As  late  as  1970,  the  10  largest  banks  in  the 
world  were  U.S.-owned.  But  by  1983,  only  two  of  the  top  10  world  banks  were  U.S. 
banks.  At  the  end  of  1991,  Citibank,  the  largest  U.S.  bank,  ranked  23rd.  And 
Citibank's  assets  are  only  about  the  same  as  the  15th-largest  bank  in  Japan.  Only 
Bank  of  America  (27th),  Chemical  (37th)  and  NationsBank  (48th)  joined  Citibank 
in  the  rankings  of  the  world's  50  largest  banks. 

During  the  past  20  years,  U.S.  banks  also  have  been  placed  at  a  distinct  competi- 
tive disadvantage  because  they  are  subject  to  more  costly  and  restrictive  regulations 
than  their  foreign  counterparts.  These  strict  regulations  limit  the  responsiveness  of 
U.S.  banks  to  the  changing  needs  of  their  customers — be  they  depositors  or  borrow- 
ers— in  the  international  marketplace.  The  net  result  is  decreased  global  competi- 
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tiveness  of  both  the  U.S.  banking  industry  and  other  U.S.  industries  that  look  to 
our  banks  to  support  international  expansion. 

Regulatory  and  Legislative  Barriers  Keep  Banks  from  Being  Competitive 

In  the  aftermath  of  the  thrift  industry  crisis  of  the  late  1980's,  legislative  and  reg- 
ulatory pressures  on  the  banking  industry's  profitability  have  increased  dramati- 
cally. Rising  deposit  insurance  premiums,  higher  levels  of  required  capital,  and  in- 
creased compliance  costs  have  all  contributed  significantly  to  reducing  the  pool  of 
lendable  funds  available  to  fuel  economic  growth  and  create  jobs. 

It  is  not  hard  to  see  why  this  has  occurred,  given  the  public  outcry  over  S&L 
losses.  But  it  is  nevertheless  important  to  understand  the  impact  of  changes  man- 
dated by  two  major  pieces  of  legislation — the  Financial  Institutions  Reform,  Recov- 
ery and  Enforcement  Act  of  1989  ("FERREA")  and  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (TDICIA"). 

FlRREA  was,  foremost,  a  response  to  the  thrift-industry  crisis.  The  legislation  es- 
tablished the  Resolution  Trust  Corporation  to  seek  solutions  for  hundreds  of  failing 
thrifts  that  required  prompt  attention.  The  statute  also  overhauled  the  deposit  in- 
surance system  to  replace  the  bankrupt  FSLIC  with  the  FDIC's  Savings  Association 
Insurance  Fund  (SAIF)  for  thrift  institutions.  Banks,  meanwhile,  remained  FDIC- 
insured  through  the  Bank  Insurance  Fund  (BIF). 

At  the  same  time,  FDIREA  tightened  the  regulatory  structure,  primarily  for  thrift 
institutions.  But  banks  also  were  significantly  affected  by  the  creation  of  severely 
restrictive  new  regulatory  penalties  for  even  minor  technical  violations.  These  ac- 
tions have  contributed  to  an  environment  of  extreme  conservatism  and  risk-avoid- 
ance— even  in  connection  with  normal  and  prudent  banking  activities. 

The  current  focus  on  risk-avoidance  has  restrained  banks  from  acting  as  reliable 
sources  of  credit  for  consumers,  small  businesses,  and  other  segments  of  their  com- 
munities. This  environment  has  been  a  major  reason  for  the  nation's  lackluster  eco- 
nomic growth.  As  an  example,  had  banks  increased  their  commercial  loans  to  keep 
pace  with  the  growth  in  total  bank  assets  since  March  of  1989,  they  would  have 
made  $130  billion  more  in  such  loans.  In  fact,  commercial  loans  have  declined  dur- 
ing this  period. 

This  situation  has  been  exacerbated  by  the  passage  of  FDICIA.  FDICIA  began  as 
a  well-intentioned  attempt  to  strengthen  the  banking  industry  by  reforming  various 
aspects  of  the  outdated  legislative  framework  governing  the  industry.  But  by  the 
time  the  final  act  emerged  from  Congress,  the  legislation  generally  had  been 
stripped  of  the  provisions  designed  to  strengthen  the  industry. 

Instead,  Congress  added  an  array  of  new  regulatory  provisions,  including  detailed 
regulatory  standards  governing  capital  levels,  credit  activities,  bank  earnings,  inter- 
bank lending  and  auditor  functions,  as  well  as  other  matters.  In  effect,  Congress 
had  reacted  to  the  costly  and  embarrassing  thrift  crisis  by  deciding  to  assume  the 
regulatory  function  itself.  And  it  did  so  with  a  regrettable  flash  of  zeal,  as  well  as 
lack  of  forethought  to  the  consequences  of  its  actions. 

The  reaction  from  bank  regulators  was  no  less  severe.  Regulatory  authorities  have 
tightened  credit-quality  standards  to  the  point  that  a  significant  'credit  crunch"  ex- 
ists today.  Small  businesses  and  those  wishing  to  start  businesses,  the  traditional 
backbone  of  the  U.S.  economy,  have  beer,  especially  hard  hit  The  burdensome  regu- 
lations, restrictions  and  paperwork  that  face  a  small  t  ness  seeking  a  bank  loan 
today  discourages,  or  prevents,  many  businesses — formerly  deemed  good  credit  risks 
by  their  banks — from  borrowing. 

The  American  Bankers  Association  recently  found  that  even  before  promulgation 
of  regulations  required  by  the  Federal  Deposit  Insurance  Corporation  Improvement 
Act  (FDICIA),  regulatory  compliance  is  costing  the  industry — and  by  extension  its 
customers  and  shareholders — more  than  $10  billion  annually.  That  represents  59 
percent  of  total  industry  profits  in  1991.  Even  a  25  percent  reduction  in  this  burden 
could  free  an  estimated  $20  billion  annually  in  new  lending  capacity  to  support  eco- 
nomic growth. 

Significantly,  these  costs  are  unfairly  imposed  only  on  banks,  not  on  the  wide  va- 
riety of  nonbank  competitors  that  have  moved  into  the  traditional  banking  market- 
place. This  tilting  of  the  playing  field  has  been  a  major  contributor  to  the  long-term 
decline  in  banks'  profitability  relative  to  non-traditional  competitors. 

Left  unchanged,  these  regulatory  barriers  that  reduce  bank  earnings  and  deny 
businesses — especially  smaller  businesses — access  to  new  capital  jeopardizes 
achievement  of  one  of  the  major  planks  in  the  1992  Democratic  Party  platform: 

The  most  important  family  policy,  urban  policy,  labor  policy,  minority  policy 
and  foreign  policy  America  can  have  is  an  expanding  entrepreneurial  economy 
of  high-wage,  high-skill  jobs. 
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Geographic  Barriers  Waste  Dollars  That  Could  Help  Create  Thousands  of 

New  Jobs 

There  is  one  final,  but  extremely  important,  component  to  this  perspective  on  the 
state  of  American  banking  today — restrictive  geographic  regulation  of  the  U.S. 
banking  system.  Historically,  the  banking  industry  has  been  barred  by  Federal  law 
from  consolidating  banks  located  in  different  states.  The  industry  thus  has  been  pre- 
vented from  achieving  the  level  of  efficiency  available  to  most  other  major  compa- 
nies, including  many  of  their  principal  nonbank  competitors. 

This  was  a  relatively  minor  concern  as  long  as  the  larger  U.S.  banks  operated  pri- 
marily within  a  single  state  or  maior  metropolitan  area.  But  since  the  mid-1980's, 
a  new  group  of  interstate  bank  holding  companies,  with  banks  located  in  as  many 
as  a  dozen  states,  has  emerged.  As  of  year-end  1991,  there  were  131  U.S.  banking 
organizations  that  own  banks  in  two  or  more  states  and  have  assets  of  at  least  $500 
million.  The  1,300  banks  controlled  by  these  companies  represent  less  than  11  per- 
cent of  total  U.S.  banks.  Yet  these  banks: 

•  Have  60  percent  of  total  U.S.  banking  deposits. 

•  Provide  65  percent  of  all  bank  loans  in  the  nation. 

•  Turn  84  percent  of  their  deposits  into  loans,  compared  with  66  percent  for  the 
10,000+  other  banks  in  the  U.S. 

•  Own  banks  in  49  states  and  the  District  of  Columbia. 

•  Have  over  30,000  offices,  more  than  half  of  the  U.S.  total. 

•  Employ  almost  one  million  people  in  the  U.S.,  representing  nearly  two-thirds  of 
all  employees  in  the  industry. 

So  the  enormous  economic  contributions  of  this  segment  of  the  U.S.  banking  in- 
dustry are  provable,  documentable,  and  unarguable.  Yet,  these  companies  are  re- 
quired to  operate  separate  banking  subsidiaries  in  each  state.  According  to  esti- 
mates from  the  U.S.  Treasury  and  analysts  that  specialize  in  studying  the  banking 
industry,  this  fragmentation  results  in  redundant  paperwork  and  duplicative  com- 
pliance costs  that  run  between  $5  billion  and  $10  billion  each  year. 

Ultimately,  U.S.  businesses  and  consumers  alike  effectively  shoulder  this  burden. 
Otherwise,  freed  from  these  cumbersome,  inefficient  and  anticompetitive  geographic 
restraints,  banks  could  free  up  billions  of  dollars  each  year  for  loans  to  create  jobs 
and  spur  economic  opportunities  in  local  communities  across  the  country. 

Banks  are  the  only  U.S.  businesses  required  to  operate  separate  subsidiaries  in 
each  state.  If  such  nationwide  corporations  as  IBM,  General  Motors,  or  Walmart 
were  required  to  maintain  state-level  subsidiaries  everywhere  where  they  do  busi- 
ness— with  separate  record-keeping  systems,  reporting  requirements  and  audit  pro- 
cedures^— they,  too,  would  waste  enormous  amounts  of  time  and  money  each  year. 
The  net  effect  would  be  higher  costs  for  goods  and  services  that  would  be  passed 
along  to  customers — which  precisely  describes  the  situation  in  the  U.S.  banking  in- 
dustry. 

One  of  the  key  elements  of  any  banking  legislation  sponsored  by  the  Clinton  Ad- 
ministration should  be  elimination  of  this  waste.  Simply  by  removing  the  legal  bar- 
riers to  interstate  consolidation,  millions  of  dollars  of  bank  funds  now  devoted  to  re- 
dundant compliance  and  operating  costs  will  be  freed  for  loans  to  spur  economic 
growth  and  create  new  jobs. 

This  process  will  be  further  enhanced  by  elimination  of  the  Douglas  Amendment 
to  the  Bank  Holding  Company  Act  and  the  crazy-quilt  of  individual  state  interstate 
banking  laws  that  it  has  spawned.  In  our  nationwide  economy,  there  is  no  rational 
reason  why  a  banking  organization  in  Florida  may  acquire  a  bank  in  Tennessee  but 
not  one  in  Kentucky.  The  existing  restrictions  on  interstate  acquisitions  of  banks, 
like  the  current  restrictions  on  interstate  consolidation,  only  impede  efficient  oper- 
ation, competition  and,  ultimately,  sound  economic  growth. 

One  effect  of  adopting  a  rational  system  that  does  not  artificially  restrict  inter- 
state operations  and  consolidation  by  the  banking  industry  would  be  a  reduction  in 
the  total  number  of  separately  chartered  U.S.  banks.  However,  the  number  of  bank- 
ing offices  serving  the  needs  of  citizens  and  communities  would  not  be  similarly  re- 
duced. In  fact,  this  more  efficient  method  of  banking  would  likely  increase  competi- 
tive activity  and  thus  the  number  of  banking  offices  operating  in  communities. 

It  is  also  important  to  recognize  that  the  nation's  important  community  banking 
system  will  not  be  jeopardized  by  adopting  these  measures.  Even  after  the  multi- 
year  process  of  interstate  consolidation  nasDeen  completed,  community-based  finan- 
cial institutions  will  continue  to  comprise  the  vast  majority  of  U.S.  banks. 

It  should  be  noted,  however,  that  even  without  the  benefits  of  true  interstate 
banking,  current  bank  capital  requirements  ensure  that  the  banking  industry  will 
not  have  to  rely  on  the  U.S.  taxpayer  to  pay  for  cleaning  up  problems  within  its 
industry.  Unlike  the  insolvent  savings-and  loan  industry,  banks  have  $250  billion 
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of  equity  capital  to  absorb  unanticipated  losses  and  another  $55  billion  of  reserves 
to  cover  losses  on  nonperforming  loans  already  identified.  And  unlike  thrift-industry 
regulators,  bank  regulatory  authorities  have  already  forced  the  weak  performers  in 
the  banking  industry  to  recognize  their  problems  by  cutting  dividends  and  writing 
off  bad  loans. 

H.  COMPREHENSIVE  STRUCTURAL  REFORM 

It  should  be  evident  from  the  preceding  analysis  that  the  public  policy  issues  fac- 
ing the  banking  industry  cannot  be  successfully  addressed  on  a  piecemeal  basis.  A 
comprehensive  approach  to  structural  reform  clearly  is  required  to  restore  the  in- 
dustry as  a  major  engine  of  economic  growth  and  job  creation. 

The  major  components  of  an  effective  reform  program  should  include: 

•  Relieving  excessive  regulatory  burdens  that  have  hamstrung  the  industry;  and 

•  Eliminating  outdated  geographic  barriers  to  nationwide  banking  in  order  to  pro- 
vide a  stronger,  more  competitive  and  more  efficient  banking  industry. 

Specific  measures  to  accomplish  these  objectives  will  be  discussed  below. 

It  should  be  noted  from  the  outset  that  deposit  insurance  reform  is  not  among  the 
recommended  structural  changes.  In  the  current  political  climate,  it  is  clear  that 
fundamental  restructuring  of  the  deposit  insurance  program  would  be  difficult,  if 
not  impossible,  to  accomplish. 

The  banking  industry  generally  recognizes  its  responsibility  for  premium  levels 
sufficient  for  the  FDIC's  Bank  Insurance  Fund  (BIF)  to  meet  any  reasonably  fore- 
seeable requirements.  At  the  same  time,  simple  fairness  dictates  that  BIF  should 
be  maintained  as  a  separate  deposit  insurance  fund  and  should  not  be  merged  with 
the  FDIC's  Savings  Association  Insurance  Fund  (SAIF). 

Related  to  this  point,  it  is  clearly  in  the  public  interest  that  the  Resolution  Trust 
Corporation  be  provided  promptly  with  the  funding  necessary  to  complete  the  thrift 
bailout  process  as  expeditiously  as  possible.  This  will  benefit  the  economy  by  mini- 
mizing the  remaining  costs  of  the  bailout  process  to  the  taxpayer,  as  well  as  by 
eliminating  the  continuing  drag  of  numerous  failed  thrift  institutions  yet  to  be  ad- 
dressed by  the  RTC. 

Relief  of  Regulatory  Burden 

As  discussed  in  Part  I,  a  growing  mass  of  Federal  regulation  directly  impedes  the 
ability  of  the  banking  industry  to  spur  economic  growth  by  responding  to  the  finan- 
cial needs  of  its  customers.  While  the  legislative  mandates  underlying  this  regula- 
tion represent  a  well-intentioned  attempt  to  protect  the  taxpayer  from  the  threat 
of  bank  failure,  their  effect  in  recent  years  has  been  just  the  opposite:  further  weak- 
ening of  the  industry  and — ultimately — greater  risk  to  the  taxpayer. 

The  following  are  among  the  wide  variety  of  areas  where  regulatory  relief  is  most 
urgently  required.  Proposed  legislative  changes  are  indicated  under  each  topic. 

Lender  Environmental  Liability— Just  as  traditional  forms  of  regulation  im- 
pose an  unnecessary  economic  drag  on  the  overall  efficiency  of  the  banking  industry, 
the  current  wave  of  lender  liability  cases  threatens  the  core  of  the  industry's  busi- 
ness^— lending  to  make  an  economic  profit — and  threatens  to  deny  access  to  capital, 
especially  to  those  smaller,  local  businesses  in  the  community  most  reliant  on  banks 
for  funds. 

In  many  court  jurisdictions  today,  banks  dare  not  take  on  a  security  interest  in 
a  property  that  bears  any  risk  of  environmental  contamination  for  fear  of  also  tak- 
ing on  legal  liability  for  the  property.  This  justified  fear  is  a  real  and  substantial 
deterrent  to  new  extensions  of  credit  in  our  economy.  The  issue  is  not  one  of  public 
policy  regarding  environmental  protection  but  rather  one  of  the  basic  viability  of  the 
lending  function  in  a  technologically  complex  society. 

•  To  correct  this  situation,  Federal  environmental  laws  should  be  amended  to  pro- 
vide that  banks  in  their  lending  activities  shall  not  incur  environmental  liability 
based  simply  on  the  fact  that  they  hold  a  security  interest  in  a  particular  prop- 
erty. This  principle  also  should  extend  to  cases  in  which  the  bank  exercises  ordi- 
nary creditor  rights  following  a  borrower's  breach  of  the  terms  of  a  loan  or  in 
which  the  bank  nas  taken  any  similar  action  not  involving  assumption  of  active 
responsibility  for  the  operation  of  the  property. 

•  Special  provisions  should  apply  to  property  acquired  by  a  bank  in  foreclosure, 
property  held  by  a  bank  as  lessor  pursuant  to  an  extension  of  credit  or  as  fidu- 
ciary, or  property  otherwise  subject  to  a  bank's  financial  control  or  oversight 
under  a  loan  arrangement.  In  these  instances,  Federal  environmental  laws  should 
be  amended  to  limit  the  bank's  liability  for  the  release,  or  threatened  release,  of 
petroleum  or  any  other  hazardous  substance  to  an  amount  not  exceeding  the  ac- 
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tual  economic  benefit  the  bank  would  realize  through  remedial  action  to  remove 

or  control  the  hazardous  substance. 

Director  and  Officer  Liability — Our  banking  organizations  cannot  succeed  and 
effectively  serve  their  communities  without  strong,  capable  directors  and  manage- 
ment. Yet,  in  recent  years,  a  series  of  draconian  legislative  and  judicial  actions  have 
placed  bank  directors  and  officers  at  severe  risk  of  being  subjected  to  liability  with- 
out any  fault  whatsoever  on  their  part. 

Moreover,  many  bank  directors  perceive  that  the  regulators'  interpretations  of 
FERREA  and  FDICIA  imposes  a  micromanagement  responsibility  that  exposes  them 
to  personal  liability  simply  for  mistaken  business  judgments  or  even  their  inability 
to  predict  the  future  effects  of  external  forces  beyond  their  control. 

In  an  environment  where  directors  perceive  they  can  be  held  to  such  strict  forms 
of  liability,  the  response  has  been  a  predictable  wave  of  conservatism  that  is  only 
aggravating  the  credit  crunch.  Directors  are  demanding  that  their  banks'  lending 
policies  should  provide  for  only  the  most  minimal  levels  of  credit-related  risk.  This 
microscopic  focus  and  near-zero  tolerance  for  credit  risk  collides  head-on  with  the 
nation's  need  to  foster  and  promote  entrepreneurial  activity  that  will  stimulate  the 
economy. 

•  Federal  law  should  be  revised  to  make  clear  that  bank  directors  and  officers  may 
not  have  liability  imposed  upon  them  without  some  finding  of  fault  on  their  part. 
For  such  purpose,  a  finding  of  fault  should  require  that  a  director  or  officer  be 
determined,  at  least,  to  have  acted  negligently  or  to  have  engaged  in  some  form 
of  intentional  wrongdoing. 

This  clarification  is  also  essential  to  ensure  that  our  banks  are  not  placed  at  a 
competitive  disadvantage  relative  to  other  types  of  businesses.  As  in  the  case  of  any 
other  business,  the  directors  and  officers  of  banks-certainly  should  be  required  to 
perform  their  responsibilities  with  reasonable  care  and  be  held  responsible  for  any 
intentional  wrongdoing.  But  we  will  only  cripple  our  banks,  and  thus  ultimately  our 
economy,  if  we  subject  our  banks'  directors  and  managers  to  forms  of  strict  liability 
that — in  addition  to  stunting  capital  extension  and  economic  growth — are  inconsist- 
ent with  our  traditions  of  fairness  and  with  the  standards  to  which  we  hold  the  di- 
rectors and  managers  of  other  types  of  businesses. 

Safety  and  Soundness  Regulations — 

•  Federal  law  should  be  amended  to  repeal  recently  enacted  requirements  that  Fed- 
eral bank  regulators  set  criteria  for  asset  quality,  earnings  and  stock  valuation. 
Examiners  generally  review  these  matters  in  the  normal  course  of  oversight  of 

banks  and  bank  holding  companies.  Rigid  standards  on  complex  matters  such  as 
asset  quality,  earnings  and  stock  valuation  would  be  unduly  restrictive,  as  well  as 
misleading  to  the  public,  by  conveying  a  false  impression  of  regulatory  precision. 

Audit  Requirements — 

•  Federal  law  should  be  amended  to  repeal  the  recently  enacted  requirement  that 
a  bank's  independent  public  accountants  review  and  attest  to  the  institution's 
compliance  with  laws  and  regulations  relating  to  safety  and  soundness. 

•  The  FDIC  should  also  re-examine  its  proposed  regulations  pursuant  to  FDICIA's 
audit  provisions  to  ensure  that  the  agency  does  not  require  intervention  by  inde- 
pendent auditors  exceeding  that  mandated  by  law  or  otherwise  unnecessarily  du- 
plicative of  existing  supervision. 

Bank  examiners  already  conduct  safety  and  soundness  examinations,  and  the  new 
safety  and  soundness  attestation  requirement  involves  unnecessary  duplication  and 
expense.  The  FDIC's  other  proposed  audit  regulations  should  be  reviewed  to  ensure 
that  they  also  do  not  involve  unnecessary  duplication  and  expense. 

Interbank  Liabilities — 

•  Federal  law  should  be  amended  to  repeal  the  recently  enacted  requirement  that 
the  Federal  Reserve  Board  establish  regulations  that  have  the  effect  of  limiting 
the  exposure  of  banks  to  one  another  (including  the  exposure  of  affiliate  banks 
to  one  another). 

Interbank  exposure  is  more  appropriately  addressed  by  bank  regulators  and  man- 
agement on  an  individual  basis,  taking  into  account  each  bank's  overall  condition 
and  character. 

Small  Business/Small  Farm  Loan  Reporting — 

•  Federal  law  should  be  amended  to  delay  implementation  of  recently  enacted  provi- 
sions requiring  banks  to  report  on,  and  Federal  regulators  to  collect  and  publish 
information  regarding,  small-business  and  small-farm  loans  until  the  Federal  Re- 


96 

serve  has  conducted  a  study  of  the  costs  versus  the  benefits  of  this  new  reporting 
obligation  and  Congress  has  had  an  opportunity  to  consider  the  results  of  that 
study. 

Given  the  severe  regulatory  costs  under  which  the  banking  industry  already  is  la- 
boring, it  is  essential  that  the  industry  not  be  unnecessarily  burdened  with  addi- 
tionalexpensive  reporting  requirements. 

Real  Estate  Loan  Standards — 

•  Federal  legislation  should  be  amended  to  repeal  the  recently  enacted  requirement 
that  Federal  bank  regulators  prescribe  standards  for  real  estate  loans. 

The  proper  structure  of  real  estate  loans  is  a  subject  that  is  much  more  appro- 
priately addressed  by  bank  regulators  and  managements  on  an  individual  basis, 
taking  into  account  changing  economic  circumstances,  varying  local  conditions  and 
different  bank  characteristics. 

Brokered  Deposit  Restrictions — 

•  Federal  law  includes  a  recently  enacted  provision  that  restricts  the  interest  rate 
banks  that  are  "adequately  capitalized"  (but  not  "well  capitalized")  can  pay  on  so- 
called  brokered  deposits,  even  when  such  banks  have  obtained  FDIC  permission 
to  accept  such  deposits.  This  provision  should  be  amended  to  exempt  "adequately 
capitalized"  banks  from  these  restrictions  at  least  for  uninsured  wholesale  depos- 
its where  a  bank  has  obtained  FDIC  permission  to  accept  brokered  deposits. 

The  FDIC  will  control  whether  "adequately  capitalized"  banks  may  accept  bro- 
kered deposits.  Given  such  control,  there  is  no  reason  to  preclude  banks,  which  have 
received  FDIC  permission,  from  paying  higher  rates  on  at  least  uninsured  wholesale 
deposits. 

Branch  Closing  Notices — 

•  Federal  law  includes  a  recently  enacted  provision  that  generally  requires  a  bank 
to  give  90  days'  prior  notice  of  any  branch  closing  to  its  Federal  bank  regulator 
and  its  customers.  This  branch-closing  notice  requirement  should  be  amended  to 
make  clear  that  it  does  note  apply  to  any  of  the  following: 

■fr  ATM  closings. 

■fr  Branch  relocations  within  the  same  neighborhood. 

■&  The  closing  of  a  branch  that  serves  the  same  neighborhood  as  a  branch  of  an 
acquiring  or  acquired  institution,  where  the  closing  occurs  within  a  reasonable  pe- 
riod after  completion  of  the  acquisition. 

These  types  of  closing  and  relocations  simply  do  not  have  the  sort  of  substantial 
local  impact  that  warrants  imposition  of  the  branch-closing  notice  requirement  on 
banking  organizations. 

Community  Reinvestment  Act — 

•  The  categories  of  loans  that  qualify  to  satisfy  a  bank's  CRA  obligation  should  be 
statutorily  expanded  to  include: 

■fr  All  loans  or  other  forms  of  financing  to  small  business,  regardless  of  the  busi- 
ness' location  and  regardless  of  the  race  or  gender  of  the  business'  owners. 
■fr  All  loans  or  other  forms  of  financing  to  provide  funding  for  improvements  to, 
renovations  of,  or  additions  to,  public  infrastructure  (e.g.  roads,  bridges,  schools, 
airports). 

■fc  All  loans  or  other  forms  of  financing  to  promote  increased  employment  (specifi- 
cally including  loans  to  finance  capital  equipment  purchases  and  loans  to  finance 
job  training  programs  or  facilities), 
■fr  All  loans  to  disabled  persons. 

•  In  addition,  banks  and  bank  holding  companies  should  be  provided  a  "safe  har- 
bor," or  protection  from  regulatory  denial,  for  CRA  challenges  in  the  regulatory 
process  (including  regulatory  applications  for  acquisitions  and  mergers). 

■ft  In  the  case  of  a  bank,  the  safe  harbor  would  apply  only  to  banks  receiving  an 
"outstanding"  rating  on  their  most  recent  CRA  examination. 

•fr  In  the  case  of  a  bank  holding  company,  the  safe  harbor  would  be  granted  if 
all  of  the  holding  company's  subsidiary  banks  received  at  least  a  "satisfactory" 
rating  and  subsidiary  banks  accounting  for  at  least  two-thirds  of  the  holding  com- 
pany's bank  assets  received  an  "outstanding"  rating  on  their  most  recent  CRA  ex- 
amination. 

As  discussed  at  the  outset,  these  proposed  CRA  changes  are  designed  to  place 
greater  emphasis  on  achieving  real  economic  results  for  our  local  communities,  rath- 
er than  simply  devoting  resources  to  regulatory  requirements,  procedures,  and  pa- 
perwork. 
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Geographic  Barriers 

Interstate  Consolidation — Only  by  building  efficient  financial  institutions  of 
adequate  size  and  geographic  diversity  can  our  nation  hope  to  sustain  the  financial 
strength  and  stability  necessary  to  compete  in  an  increasingly  global  economy. 

•  To  correct  the  current  inefficiencies  of  the  U.S.  banning  industry  and  level  the 
economic  playing  field,  banks  owned  by  a  single  holding  company  should  be  al- 
lowed to  consolidate  across  state  lines  to  form  interstate  hanks  so  long  as  consoli- 
dation is  not  in  conflict  with  the  in-state  branching  laws  of  the  individual  states. 
If  considered  appropriate,  the  individual  states  could  be  afforded  a  reasonable  pe- 
riod within  which  to  opt  out  for  purposes  of  interstate  consolidations  within  their 
own  borders. 

Interstate  Acquisitions — The  Douglas  Amendment  to  the  Bank  Holding  Com- 
pany Act  currently  limits  the  ability  of  banning  organizations  to  compete  for  busi- 
ness in  each  others'  markets  nationwide  and  to  diversify  their  operations  in  a  ra- 
tional fashion.  It  requires  that  appropriate  interstate  banning  legislation  be  in  place 
in  any  state  into  which  a  bank  holding  company  wishes  to  expand  by  acquisition. 

•  The  Douglas  Amendment  should  be  repealed  so  that  a  bank  holding  company  can 
acquire  banks  located  in  any  state,  regardless  of  the  holding  company's  home 
state. 

Repeal  of  the  Douglas  Amendment  would  increase  competition,  support  growth, 
promote  safety  and  soundness  through  diversification  of  risk,  and  facilitate  the  de- 
velopment of  U.S.  banks  of  sufficient  size  to  compete  effectively  in  the  international 
arena.  As  a  result,  consumers  would  benefit  through  lower  costs  for  banning  serv- 
ices. Taxpayers  would  benefit  through  reduced  pressure  on  the  federally  guaranteed 
Bank  Insurance  Fund.  Businesses  of  all  sizes  would  benefit  through  increased  cap- 
ital available  to  support  lending  that  stimulates  economic  growth  and  creates  jobs. 
Shareholders  would  benefit  through  the  creation  of  sounder  and  more  profitable 
banning  organizations.  And  the  nation  would  benefit  through  the  development  of  a 
more  globally  competitive  banking  system. 

Interstate  Branching — The  ability  of  national  and  state  banks  to  acquire  and 
establish  new  branches  on  an  interstate  basis  is  a  logical  and  appropriate  com- 
plement to  any  revision  of  the  Douglas  Amendment  governing  interstate  acquisi- 
tions by  bank  holding  companies. 

•  Federal  law  should  be  amended  to  allow  both  national  and  state  banks  to  estab- 
lish and  acquire  interstate  branches  in  host  states  other  than  their  home  states 
to  the  same  extent  that  banks  located  in  the  host  states  are  allowed  to  establish 
and  acquire  branches.  If  considered  appropriate,  the  individual  states  also  could 
be  afforded  a  reasonable  period  within  which  to  opt  out  for  purposes  of  interstate 
branching  within  their  own  borders. 

Interstate  branching  authority  would  further  enhance  banking  organizations'  abil- 
ity to  diversity  and  rationalize  their  operations,  while  particularly  affording  inter- 
state opportunities  to  smaller  banks  not  controlled  by  holding  companies. 


With  the  enactment  of  the  comprehensive  legislative  program  outlined  above — in- 
cluding relief  from  inefficient  and  costly  regulations,  and  removal  of  unnecessary  ge- 
ographic barriers — the  banking  industry  will  be  in  a  far  better  position  than  it  is 
today  to  play  its  proper  role  as  the  engine  for  growth  within  our  economy.  Banks 
can  resume  their  roles  as  the  primary  providers  of  capital  to  consumers  and  small 
businesses — who  together  account  for  roughly  half  of  the  nation's  Gross  Domestic 
Product. 

While  it  is  difficult  to  quantify  the  total  amount  of  additional  capital  that  could 
be  created  or  freed  up  to  support  new  lending,  the  amount  would  clearly  be  in  the 
tens  of  billions  of  dollars  industrywide — enough  to  have  a  major  impact  in  spurring 
economic  growth,  while  creating  literally  thousands  of  new  jobs — in  the  United 
States. 

Attachment  X — Dean  Witter  Press  Release 

DEAN  WITTER  AND  NATIONSBANK  FORM  STRATEGIC  ALLIANCE  TO  OFFER 
INVESTMENT  PRODUCTS  TO  BANK  CUSTOMERS  THROUGH  NEW  VENTURE 

New  York,  October  26 — The  Dean  Witter  Financial  Services  Group  Inc.,  a  unit  of 
Sears,  Roebuck  and  Co.  (S-NYSE),  and  NationsBank  of  North  Carolina,  a  subsidiary 
of  NationsBank  Corporation  (NY-NYSE),  today  announced  a  strategic  alliance  to 
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market  investment  products  and  services  primarily  to  bank  customers  within  a 
bank  environment. 

A  subsidiary  of  Dean  Witter  and  a  subsidiary  of  NationsBank  of  North  Carolina 
will  each  own  50  percent  of  the  new  firm,  which  will  operate  under  the  name  Na- 
tions Securities,  a  Dean  Witter/NationsBank  Company,  and  will  be  headquartered 
in  Charlotte,  North  Carolina.  The  two  companies  have  signed  a  Letter  of  Intent  to 
form  a  joint  venture,  subject  to  regulatory  approval.  Nations  Securities  will  be  an 
independent  securities  brokerage  firm  and  will  commence  operations  in  the  first 
quarter  of  1993,  with  approximately  400  Investment  Officers  located  at  selected 
NationsBank  banking  centers  around  the  country.  Nations  Securities  will  be  staffed 
by  professionals  presently  associated  with  both  Dean  Witter  and  NationsBank,  and 
will  create  new  opportunities  for  employees  within  both  organizations  who  join  the 
new  venture.  Nations  Securities  will  also  syndicate  its  business  by  offering  similar 
products  and  services  through  other  banks  nationwide. 

Philip  J.  Purcell,  Chairman  and  Chief  Executive  Officer  of  Dean  Witter  Financial 
Services  Group  Inc.,  and  Hugh  L.  McColl,  Jr.,  President  and  Chief  Executive  Officer 
of  NationsBank,  said  today  that  success  in  serving  bank  customers  in  the  years 
ahead  will  require  both  banking  expertise  and  securities  expertise.  This  partnership 
will  combine  these  complementary  skills  in  a  single  entity  and  will  position  Nations 
Securities  to  be  the  leader  in  serving  the  investment  needs  of  bank  customers. 

"Dean  Witter's  partnership  with  NationsBank  is  truly  a  unique  alliance  which  is 
unprecedented  in  both  the  securities  and  banking  industries,"  Mr.  Purcell  said. 
"Dean  Witter  and  NationsBank  are  ideal  partners  because  we  share  the  same  val- 
ues, are  dedicated  to  serving  the  consumer  and  are  leaders  in  our  respective  indus- 
tries." 

'The  new  venture  will  significantly  benefit  the  bank  customer,"  Mr.  McColl  said. 
"Through  Nations  Securities,  the  bank  customer  will  be  offered  a  wider  range  of  in- 
vestment products  and  services  within  a  familiar  local  bank  environment.  We  be- 
lieve this  is  absolutely  the  right  alliance  for  the  future,"  Mr.  McColl  noted. 

Vincent  P.  Walls,  Senior  Vice  President  and  Branch  Manager  of  Dean  Witter's 
Chicago  office,  will  leave  his  position  to  become  President  and  Chief  Operating  Offi- 
cer of  Nations  Securities.  Charles  R.  King,  currently  President  of  NationsBank  Secu- 
rities, Inc.,  will  be  named  Executive  Vice  President  of  the  new  company. 

Apart  from  this  new  venture,  both  Dean  Witter  and  NationsBank  will  continue 
to  operate  as  independent  companies. 

Dean  Witter  Reynolds  is  a  leading  securities  firm  with  more  than  350  branches 
and  approximately  7,000  Account  Executives  serving  over  2  million  customers.  Dean 
Witter  Financial  Services  Group  has  posted  record  profits  in  each  of  the  last  four 
years  and  has  a  history  of  successful  innovation  in  the  area  of  consumer-oriented 
financial  services. 

NationsBank  Corporation  is  the  fourth  largest  bank  holding  company  in  the  Unit- 
ed States  with  assets  of  $118  billion  and  full-service  offices  in  nine  states  and  the 
District  of  Columbia. 

Attachment  XI — NationsBank  News  Release 

Charlotte,  NC,  March  17,  1993 — NationsBank  said  today  it  will  acquire  Chicago 
Research  and  Trading  Group,  Ltd.,  one  of  the  world's  largest  options  market-making 
and  trading  firms. 

NationsBank  Chairman  and  Chief  Executive  Officer  Hugh  McColl  said  the  acqui- 
sition will  significantly  enhance  the  capabilities  of  NationsBank  in  serving  its  cor- 
porate and  institutional  customers. 

"Chicago  Research  and  Trading  Group  is  a  sophisticated,  well-managed  company," 
McColl  said.  'They  have  experienced,  innovative  people  and  a  philosophy  that  com- 
plements ours  at  NationsBank." 

The  purchase  is  expected  to  be  completed  within  three  months,  subject  to  all  regu- 
latory approvals. 

Chicago  Research  and  Trading  Group  was  founded  in  1977  with  less  than 
$200,000  in  capital.  Today  it  has  750  employees  and  $250  million  in  capital. 

Headquartered  in  Chicago,  CRT  also  has  domestic  offices  in  New  York,  San  Fran- 
cisco, Philadelphia  and  Ridgefield,  CT,  and  international  offices  in  London,  Tokyo, 
Osaka,  Japan,  Frankfurt,  and  Singapore. 

NationsBank  expects  the  acquisition  to  have  no  impact  on  employment  at  CRT 
and  operations  at  current  CRT  locations  will  continue. 

CRT  owns  more  than  150  memberships  on  19  exchanges  and  trades  approxi- 
mately 75  different  options  and  futures  contracts  on  interest  rates,  equity  indices, 
petroleum  and  foreign  exchange,  as  well  as  other  instruments.  The  company's  sub- 
sidiary— CRT  Government  Securities  Ltd. — is  one  of  38  primary  dealers  that  reports 
to  and  trades  U.S.  government  securities  directly  with  the  Federal  Reserve.  The  pri- 
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mary  dealer  will  provide  an  important,  natural  extension  to  current  government  se- 
curities activities  at  NationsBank. 

"This  is  a  customer-driven  acquisition — a  response  to  the  needs  of  our  corporate 
and  institutional  banking  customers,"  said  Jim  Thompson,  Chairman  of 
NationsBank  East.  "The  addition  of  CRT's  capabilities  will  greatly  enhance  our  abil- 
ity to  meet  the  financial  needs  of  those  clients.  We'll  be  able  to  offer  a  broad  array 
oi  risk -management  capabilities  to  complement  our  extensive  business  in  the  cor- 
porate and  institutional  market.  This  acquisition  is  clearly  consistent  with  our  strat- 
egy of  being  a  value-added  financial  institution. 

With  the  size,  scope,  and  capability  NationsBank  has  achieved,  our  company  in- 
creasingly serves  as  the  lead  financial  institution  for  many  of  the  largest  companies 
in  the  United  States,"  Thompson  added.  "These  companies  need  their  lead  bank  to 
be  able  to  provide  sophisticated  risk-management  services.  The  proven  expertise  of 
CRT  will  enable  NationsBank  to  do  exactly  that." 

NationsBank  Corporation  is  the  fourth-largest  banking  company  in  the  United 
States  with  $118  billion  in  assets  and  full-service  offices  in  nine  states  and  the  Dis- 
trict of  Columbia. 

STATEMENT  OF  SENATOR  DONALD  W.  RIEGLE,  JR. 

May  20,  1993 

I  would  like  to  commend  Senator  Dodd,  the  Chairman  of  the  Securities  Sub- 
committee, for  calling  this  timely  hearing.  The  Senate  Banking  Committee  will  soon 
consider  the  nomination  of  Arthur  Levitt  as  Chairman  of  the  Securities  and  Ex- 
change Commission.  This  morning's  hearing  will  explore  the  changes  and  challenges 
in  the  financial  markets  that  the  next  SEC  Chairman  must  address. 

The  financial  market  plays  an  ever  more  important  role  in  the  American  economy. 
American  businesses  increasingly  rely  on  securities  offerings  for  their  financing. 
Large,  established  companies,  for  examples  now  regularly  access  the  capital  mar- 
kets directly  by  issuing  commercial  paper,  reducing  their  dependence  on  commercial 
banks.  Younger  companies  raise  capital  through  initial  public  offerings  of  stock,  or 
"D?0's."  During  the  first  quarter  of  1993,  IPO's  reached  a  record  $11.5  billion.  That 
came  on  the  heels  of  a  record  $39.4  billion  in  IPO's  in  1992. 

Individuals  are  increasing  their  participation  in  the  securities  markets  as  well. 
Disappointed  with  low  yields  on  insured  deposits,  individual  investors  have  been 
putting  their  money  into  mutual  funds  in  record  amounts.  Mutual  funds  now  own 
8.8  percent  of  all  U.S.  stocks,  up  from  just  2.7  percent  in  1980.  More  exotic  securi- 
ties products  such  as  municipal  bond  derivatives  are  being  marketed  to  retail  inves- 
tors as  well. 

Spurred  by  these  record  securities  issues  and  strong  trading,  Wall  Street's  profits 
reached  an  all-time  high  last  year. 

These  record  profits  do  not  obscure  real  changes  taking  place  in  the  industry, 
however.  Stock  trading  has  become  increasingly  fragmented — stocks  listed  on  the 
New  York  Stock  Exchange  are  increasingly  traded  off  the  exchange,  through  firms 
that  do  not  receive  as  much  regulation.  While  more  foreign  stocks  are  now  traded 
on  U.S.  exchanges,  U.S.  stocks  are  now  traded  off  shore  as  well. 

In  addition,  the  futures  market  has  grown  in  size  to  rival  the  equities  market. 
Corporations  increasingly  rely  on  options  and  swaps  to  minimize  their  risks  and  in- 
crease their  efficiency.  New  financial  products  are  being  created  every  day.  These 
changes  call  into  question  our  current  regulatory  structure,  under  which  securities 
are  regulated  separately  from  derivative  products.  Congress  has  commissioned  a 
number  of  studies  on  the  appropriate  regulatory  structure  for  these  products,  and 
may  consider  the  issue  in  the  near  future. 

Today's  witnesses,  representing  as  they  do  different  aspects  of  the  securities  in- 
dustry as  well  as  the  futures  and  banking  industries,  are  uniquely  qualified  to  re- 
port on  these  and  other  trends.  I  thank  them  for  coming  and  look  forward  to  their 
testimony. 
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CHICAGO  MERCANTILE  EXCHANGE 
A  Model  for  Federal  Financial  Regulation 

Executive  Summary 

Principles 

Federal  financial  regulation: 

•  Should  be  consolidated  in  a  single  cabinet-level  department  within  the  executive 
branch  of  the  government  so  that  regulatory  policies  can  be  coordinated  across  fi- 
nancial products,  services  and  markets  and  so  that  the  regulators  and  the  Admin- 
istration can  be  held  accountable  for  the  success  or  failure  of  their  policies. 

•  Should  be  organized  along  modified  functional  lines  so  that  financial  products, 
services  and  markets  delivering  similar  benefits  and  risks  can  be  subjected  to  sub- 
stantially equivalent  regulation  and  so  that  economic  competition,  rather  than  ju- 
risdictional barriers  or  differences  in  supervision,  can  determine  which  products, 
services  and  markets  succeed  in  the  marketplace. 

•  Should  be  structured  to  encourage  innovation  in  domestic  financial  activities  and 
adaptation  in  international  markets  so  that  financial  products,  services  and  mar- 
kets can  evolve  in  response  to  presently  foreseeable  and  still  unperceived  develop- 
ments and  challenges. 

Impact 

The  Federal  agencies  consolidated  are  the  Office  of  the  Comptroller  of  the  Cur- 
rency (OCC),  Office  of  Thrift  Supervision  (OTS),  the  Federal  Deposit  Insurance  Cor- 
poration (FDIC),  the  Commodity  Futures  Trading  Commission  (CFTC),  the  Securi- 
ties and  Exchange  Commission  (SEC),  the  Securities  Investor  Protection  Corpora- 
tion (SIPC),  the  Pension  Benefit  Guaranty  Corporation  (PBGC)  and,  as  to  certain 
regulatory  functions  that  are  non-essential  to  their  primary  responsibilities,  the 
Federal  Reserve  Board  (FRB)  and  the  Department  of  Labor  (DOL).  The  prevalent 
pattern  of  concurrent  federal/state  jurisdiction  is  changed  only  in  minor  respects. 

Major  Features 

•  Existing  agencies  consolidated  in  a  single  cabinet-level  department. 

•  New  Federal  Financial  Regulatory  Service  governed  by  nine-member  Board. 

•  FFRS  divided  into  eight  operating  divisions: 

it  Division  of  Prudential  and  Systemic  Risk 

it  Division  of  Disclosure  and  Reporting 

■fr  Division  of  Fiduciaries  and  Pooled  Vehicles 

it  Division  of  Investment  Securities  Markets 

it  Division  of  Risk-Shifting  Markets 

it  Division  of  Banking  and  Insurance 

it  Division  of  Consumer  Protection 

it  Division  of  Customer  Insurance 

•  Cross-divisional  legal,  accounting,  economic,  examination,  and  enforcement  staffs 
reporting  directly  to  the  FFRS  Board. 

•  Separate  administrative  court  to  hear  enforcement  cases  and  appeals. 

Chicago  Mercantile  Exchange— A  Model  for  Federal  Financial  Regulation 

"The  Federal  Government  is  more  complex  than  it  needs  to  be.  Often, 
many  different  agencies  deal  with  the  same  issue,  and  individuals,  busi- 
nesses, communities,  and  states  find  it  impossible  to  have  their  problems 
addressed.  Departments  and  agencies  are  already  consolidating  and  sim- 
plifying their  operations,  and  the  Administration  will  seek  to  rationalize 
and  streamline  functions  Government-wide." 

President  Clinton 

"A  Vision  of  Change  for  America" 

Principles 

The  operation  of  open  and  competitive  domestic  and  international  markets  for  fi- 
nancial products  and  services  has  in  recent  years  driven  traditionally  distinct  finan- 
cial market  participants  and  financial  marketplaces,  both  in  the  United  States  and 
worldwide,  to  imitate  and  to  duplicate  each  other's  functions.  The  Federal  financial 
regulatory  structure  has  failed  to  adapt  to  these  market  changes  as  U.S.  financial 


104 

services  have  changed  dramatically  and  international  competition  has  increased 
exponentially. 

In  resisting  adaptation  to  the  changing  realities  of  the  financial  markets,  the  ex- 
isting regulatory  structure  has  undermined  its  own  effectiveness.  In  many  contexts 
it  has  become  counterproductive  to  desirable  economic  activity.  Rather  than  provid- 
ing conditions  for  market  changes  and  innovations  to  occur  with  maximum  systemic 
safety,  it  has  tended  to  stifle  competition  and  innovation. 

Further,  the  existing  regulatory  structure,  by  relying  on  institutional  rather  than 
functional  regulation,  has  magnified  regulatory  costs  by  replicating  regulatory  ac- 
tivities in  multiple  agencies. 

The  Chicago  Mercantile  Exchange  believes  that  now  is  the  time  to  propose  a  new 
regulatory  structure,  which: 

•  Should  be  consolidated  in  a  single  cabinet-level  department  within  the  executive 
branch  of  the  government  so  that  regulatory  policies  can  be  coordinated  across  fi- 
nancial products,  services  and  markets  and  so  that  the  regulators  and  the  Admin- 
istration can  be  held  accountable  for  the  success  or  failure  of  their  policies. 

•  Should  be  organized  along  modified  functional  lines  so  that  financial  products, 
services  and  markets  delivering  similar  benefits  and  risks  can  be  subjected  to 
equivalent  regulation  and  so  that  economic  competition,  rather  than  jurisdictional 
barriers  or  differences  in  supervision,  can  determine  which  products,  services  and 
markets  succeed  in  the  marketplace. 

•  Should  be  structured  to  encourage  innovation  in  domestic  financial  activities  and 
adaptation  in  international  markets  so  that  financial  products,  services  and  mar- 
kets can  continue  to  evolve  in  response  to  presently  foreseeable  and  still 
unperceived  developments  and  challenges. 

The  Model  presented  in  this  paper  is  designed  to  realize  those  principles  and  in 
doing  so  to  reduce  the  cost  of  parallel  efforts  in  different  agencies.  Changes  in  sub- 
stantive law  will  be  important  as  well,  but  structural  change  is  required  to  achieve 
greater  flexibility,  responsiveness,  cost-effectiveness  and  efficiency  in  Federal  finan- 
cial regulation. 

To  quote  from  the  1986  House  Subcommittee  Chairman's  Report  entitled  "Re- 
structuring Financial  Markets:  The  Major  Policy  Issues": 

There  is  a  unifying  theme  in  the  extensive  body  of  law  and  regulation 
governing  U.S.  financial  institutions:  recognition  of  the  financial  system's 
economic  role.  Unless  the  system  as  a  whole  facilitates  the  transformation 
of  financial  capital  into  economic  activity  and  growth,  other  objectives  and 
strategies — including  those  that  protect  customers — will  be  ineffective. 

The  Model 

A  schematic  portrayal  of  the  Model  is  attached  to  this  paper. 

The  agencies  consolidated  in  the  Model  are  the  Office  of  the  Comptroller  of  the 
Currency  (OCC),  Office  of  Thrift  Supervision  (OTS),  the  Federal  Deposit  Insurance 
Corporation  (FDIC),  the  Commodity  Futures  Trading  Commission  (CFTC),  the  Secu- 
rities and  Exchange  Commission  (SEC),  the  Securities  Investor  Protection  Corpora- 
tion (SEPC)  and  the  Pension  Benefit  Guaranty  Corporation  (PBGC).  Bank  and  bank 
holding  company  regulatory  functions  of  the  Federal  Reserve  Board  and  ERISA  reg- 
ulatory functions  of  the  Department  of  Labor  are  also  included  in  the  consolidation. 
The  Model  extends  functional  Federal  regulation  to  depository  institutions  and  in- 
surance institutions  to  the  extent  that  they  perform  functions  equivalent  to  the 
functions  of  other  federally-regulated  participants  in  financial  markets.  The  Model 
changes  the  prevalent  pattern  of  concurrent  federal/state  jurisdiction  only  in  nar- 
rowly specified  ways,  and  welcomes  increased  state  involvement  in  the  consumer 
protection  arena. 

Description 

1.  Consolidate  Agencies  in  Cabinet-level  Department.  All  the  Federal  finan- 
cial regulatory  agencies  other  than  the  Federal  Reserve  System  (OCC,  OTS,  FDIC, 
CFTC,  SEC,  SIPC  and  PBGC)  would  be  brought  within  the  new  department.  In  ad- 
dition, the  bank  and  bank  holding  company  regulatory  responsibilities  of  the  Fed- 
eral Reserve,  and  the  ERISA  regulatory  responsibility  of  the  Labor  Department, 
would  also  be  consolidated. 

Explanation:  The  new  department  will  be  responsible  for  developing  and  imple- 
menting policy  for  the  regulation  of  all  financial  markets  and  products  in  the  United 
States.  The  success  of  that  financial  policy  requires  vigorous  and  healthy  financial 
institutions  and  financial  markets.  Consolidation  of  financial  regulation  in  the  exec- 
utive branch  will  link  financial  regulation  to  overall  financial  policy  and  will  clarify 
the  accountability  of  the  President  (the  nation's  elected  Chief  Executive)  and  his  ap- 
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pointees  for  the  success  or  failure  of  the  regulatory  policies  governing  financial  insti- 
tutions and  financial  markets. 

2.  Federal  Financial  Regulatory  Service.  The  financial  regulatory  functions 
would  be  structured  in  a  single  Federal  Financial  Regulatory  Service  (FFRS),  oper- 
ationally autonomous  but  subject  to  policy  direction  by  the  cabinet-level  Chairman. 
The  FFRS  would  be  headed  by  the  Chairman  and  a  Board  of  eight  Commissioners, 
each  appointed  by  the  President  and  confirmed  by  the  Senate.  Each  of  the  Commis- 
sioners would  be  individually  responsible  for  a  specified  operating  division  of  the 
FFRS.  The  Chairman  would  be  the  Administrative  Chief  Executive  of  the  FFRS  and 
would  report  directly  to  the  President  of  the  United  States.  On  rulemaking  and  all 
other  matters  not  delegated  to  divisional  determination  or  reserved  to  the  Chair- 
man, the  Commissioners  would  act  together  as  a  Board. 

Explanation:  The  Board  of  Commissioners  will  provide  the  mechanism  that  has 
to  date  been  lacking  for  coordination  of  financial  regulatory  policies  that  cross  mar- 
kets, functions,  and  industries.  The  appointment  of  individual  Commissioners  with 
specified  operating  responsibilities  will  nevertheless  introduce  a  degree  of  regulatory 
friction  that  impedes  over-regulation  and  encourages  competition  and  innovation  in 
financial  services  and  markets.  The  Chairman  of  the  FFRS  will  be  first  among 
equals  in  development  of  regulatory  policy,  and  will  be  responsible  for  liaison  with 
other  executive  branch  agencies  and  with  the  Congress  and  for  all  administrative 
and  support  functions  necessary  to  the  operation  of  the  FFRS. 

3.  Operating  Divisions.  The  FFRS  would  have  eight  divisions  addressed  to  spec- 
ified functional  operations: 

(I)  Division  of  Prudential  and  Systemic  Risk.  Responsible  for  capital  adequacy 
and  the  various  other  "safety  and  soundness"  or  "financial  responsibility"  require- 
ments applicable  in  different  ways  to  all  regulated  financial  institutions  and  all  reg- 
ulated financial  market  participants  and  their  affiliates.  Responsible  also  for  regula- 
tion of  clearance  and  settlement  of  market  transactions,  for  regulation  of  transfer 
of  evidences  of  ownership  of  traded  instruments,  and  for  resolution  of  other  systemic 
risk  issues.  This  division  would  deal  with  the  prudential  risk  incurred  by  individual 
institutions  and  individual  market  participants  and  would  also  deal  with  systemic 
risk  in  and  across  the  financial  markets. 

Explanation:  The  crucial  concerns  across  all  financial  markets  and  services  are 
capital  adequacy,  the  management  of  exposure  to  institutional,  intermediary  and 
counterparty  risk,  and  the  identification  and  reduction  of  systemic  risks.  Different 
roles  in  the  financial  markets  will  elicit  different  criteria  for  capital  adequacy,  but, 
whatever  the  formula  deemed  applicable  to  participants  in  a  particular  market,  that 
formula  requires  cross-market  perspective  for  equivalent  applicability.  This  division 
will  interact  with  the  Federal  Reserve  Board  in  its  role  as  the  nation  s  lender  of  last 
resort. 

(II)  Division  of  Disclosure  and  Reporting.  Responsible  for  an  integrated  disclo- 
sure/distribution system  for  all  public  companies  and  for  other  entities  seeking  pub- 
lic financing.  Responsible  also  for  specialized  disclosure  and  reporting  systems  man- 
dated under  Federal  law  for  specialized  entities  like  ERISA  plans.  Distributions  of 
domestics  and  foreign  securities  "registered"  in  the  integrated  system  will  be  auto- 
matically qualified  under  all  state  regimes.  Accounting  policy  applicable  to  all  mar- 
ket participants  would  be  supervised  by  this  division. 

Explanation:  A  general  disclosure  and  reporting  system  is  required  that  will  pro- 
mote capital  flow  both  to  private  enterprise  and  to  governmental  use  and  will  facili- 
tate secondary  market  trading.  Comparability  and  continuity  of  issuer-oriented  dis- 
closure, respect  for  home  country  standards,  and  ease  of  integrated  distribution  pro- 
cedures will  be  the  fundamentals  of  the  system.  General-purpose  accounting,  pre- 
scribed in  this  disclosure  context,  will  be  the  starting  point  for  capital  adequacy  for- 
mulas. 

(III)  Division  of  Fiduciaries  and  Pooled  Vehicles.  Responsible  for  all  varieties 
of  pooled  funds  and  for  advisers/managers  directing  the  deployment  of  "other  peo- 
ple s  money,"  whether  on  an  individual  or  pooled  basis. 

Explanation:  Mutual  funds,  closed-end  investment  companies,  commodity  pools, 
bank  commingled  and  collective  trusts,  insurance  company  separate  accounts  serv- 
ing multiple  clients,  and  trusts  under  ERISA  plans  are  all  essentially  similar  vehi- 
cles that  require  substantively  equivalent  regulation.  Since  the  fiduciary  functions 
of  these  investment  funds'  advisers/managers  are  qualitatively  different  from  those 
of  other  market  professionals,  the  administration  of  their  specialized  disclosure,  pro- 
fessional competence  and  conflict-of-interests  standards  will  be  best  conducted  in  the 
same  division  that  regulates  the  funds  themselves. 

(TV)  Division  of  Investment  Securities  Markets.  Responsible  for  all  trading  in 
fungible  non-offset  instruments  (debt  and  equity  securities  and  other  traditional  and 
non-traditional  securities  other  than  options),  for  the  stock  exchanges,  for  the  Na- 
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tional  Association  of  Securities  Dealers  (NASD),  and  for  the  professional  entities 
(and  their  associated  persons)  registered  in  those  markets.  Responsible  also  for  trad- 
ing in  other  instruments  commonly  known  as  securities. 

Explanation:  Developments  in  the  creation  of  derivative  and  hybrid  instruments, 
developments  in  screen-based  trading,  and  the  general  trends  in  financial  market 
evolution  are  inevitably  interweaving  the  markets  for  investment  securities  and  the 
markets  for  risk-shifting  instruments  that  overlie  financial  assets  and  obligations. 
The  Divisions  of  Investment  Securities  markets  and  of  Risk-Shifting  Markets  (de- 
scribed above  and  below)  may  therefore  fuse  over  time.  Nevertheless,  the  economic 
constraints  and  implications  of  zero-sum  markets  (such  as  the  futures  and  options 
markets)  are  qualitatively  different  from  those  of  net-long  markets  (such  as  the 
stock  markets)  and  are  better  served,  at  least  for  the  intermediate  future,  by  sepa- 
rate, competitive  but  policy  -coordinated  regulation. 

(V)  Division  of  Risk-Shifting  Markets.  Responsible  for  all  trading  in  standard- 
ized offset  instruments  (whether  overlying  financial  assets  or  obligations,  foreign  ex- 
change, or  agricultural  or  mineral  commodities),  for  the  futures  and  options  ex- 
changes, for  the  National  Futures  Association  (NFA),  and  for  the  professional  enti- 
ties (and  their  associated  persons)  registered  in  those  markets.  Responsible  also  (to 
the  extent  they  are  regulated)  for  forward  and  other  tailored  credit-risk-determined 
instruments  (for  example,  interest  rate  and  currency  swaps)  overlying  financial  as- 
sets or  obligations. 

(VI)  Division  of  Banking  and  Insurance.  Responsible  for  administration  of  Fed- 
eral statutory  provisions  (not  assigned  elsewhere  in  FFRS)  applicable  to  depository 
institutions,  insurance  companies,  their  affiliates  and  their  associated  persons. 

Explanation:  Banks  and  insurance  companies  are  both  financial  market 
intermediaries  and  financial  market  participants.  Provision  of  financial  products 
and  services  by  banks  and  insurance  companies  will  elicit  regulation  that  is  sub- 
stantively equivalent  to  the  regulation  applicable  to  competitive  product  and  service 
providers.  Much  of  that  regulation  (including  most  of  the  existing  bank  regulatory 
functions)  will  be  conducted  by  other  FFRS  divisions.  For  example,  primary  respon- 
sibility for  capital  adequacy  will  be  assigned  to  the  Division  of  Prudential  and  Sys- 
temic Risk,  and  examination  authority  will  be  assigned  to  the  cross-divisional  Office 
of  Examinations.  There  will  still  remain  for  this  division  a  number  of  federally-regu- 
lated matters,  including  the  chartering  of  national  banks,  Federal  savings  and  loan 
associations  and  Edge  Act  companies,  the  regulation  of  bank  holding  companies,  the 
determination  of  bank  merger  applications  and  foreign  bank  applications,  and  the 
oversight  of  specialized  bank  and  insurance  company  conflict-of-interests  policies. 
Bank  holding  company  supervision  will  be  moved  to  the  FFRS  because  it  is  no 
longer  necessary  to  the  implementation  of  monetary  policy  by  the  Federal  Reserve 
Board  and  because  its  goals  need  to  be  coordinated  with  overall  financial  regulatory 
policy.  This  division  may  have  no  insurance  company  regulatory  role  if  there  are  no 
Federal  requirements  applicable  to  insurance  companies  that  are  not  covered  by 
other  FFRS  divisions. 

(VII)  Division  of  Customer  Insurance.  Responsible  for  FDIC,  SD?C  and  PBGC 
receivership  and  insurance  functions,  with  delegated  power  to  declare  failures  in  cir- 
cumstances authorized  by  the  Board. 

Explanation:  The  Federal  insurance  function,  so  necessary  today,  is  likely  to  be 
replaced  by  less  costly  private  solutions  over  time.  Until  then,  the  insurers  need  to 
be  able  to  protect  the  interests  of  their  funds  and  the  back-up  ultimately  provided 
by  taxpayers.  Accountability  is  strengthened  by  keeping  the  insurance  functions 
within  the  single  financial  agency  structure. 

(VIII)  Division  of  Consumer  Protection.  Responsible  (along  with  the  states)  for 
the  vast  variety  of  retail-customer-directed  sales  practice  protections  across  the 
spectrum  of  financial  services.  These  include  lending  disclosure,  deposit  disclosure, 
disclosure  by  securities  and  commodities  brokers  to  their  retail  clients,  anti-dis- 
crimination laws,  community  reinvestment  policies,  privacy  of  information,  etc. 

Explanation:  Combining  in  the  FFRS  all  consumer  protections  arising  under  Fed- 
eral financial  regulatory  programs  links  responsibility  for  consumer  protection  to  re- 
sponsibility for  systemic  safety,  promotion  of  competition,  and  maintenance  of  the 
vitality  of  financial  markets,  ana  provides  substantively  equivalent  protections  for 
purchasers  of  competitive  products  across  markets.  This  division  will  develop  en- 
hanced coordination  with  state  consumer  protection  agencies  in  the  various  financial 
markets. 

4.  Professional  Services  and  Cross-Divisional  Functions.  In  addition  to  its 
operating  divisions,  the  FFRS  would  have  several  units  that  render  professional  ad- 
vice or  perform  cross-divisional  functions  and  are  responsible  to  the  Commissioners 
as  a  Board,  including: 
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(I)  Offices  of  Chief  Economist,  Chief  Accountant  and  General  Counsel. 
Responsible  for  advising  the  Board  on  economic,  accounting  and  legal  issues  of  gen- 
eral or  cross-divisional  applicability. 

Explanation:  Professional  impartiality  in  economic,  accounting  and  legal  analysis 
and  in  translation  of  that  analysis  into  policy  advice  to  the  Board  will  be  of  urgent 
importance  to  the  FFRS  as  the  consolidated  Federal  financial  regulator,  and  to  all 
financial  market  participants.  Direct  responsibility  by  the  professional  service  offices 
to  the  Commissioners  as  a  Board  will  reinforce  the  paramount  importance  to  be  ac- 
corded to  the  public  interest  in  their  professional  determinations.  In  the  accounting 
arena,  the  oversight  relationship  with  the  Financial  Accounting  Standards  Board 
(FASB)  will  be  continued. 

(D)  OFFICE  OF  EXAMINATIONS.  Responsible  for  the  conduct  of  coordinated  exami- 
nations, fulfilling  the  regulatory  need  for  inspection  without  imposing  repetitive 
business  interruptions  on  market  participants  due  to  separate  examinations  by  dif- 
ferent regulators. 

Explanation:  Access  for  regulatory  examination  is  an  essential  prerequisite  for  ef- 
fective regulation  of  financial  market  participants,  but  duplicative  examinations  im- 
pose an  onerous  cost  on  those  examined.  Each  operating  division  will  prescribe  what 
it  needs  to  be  examined,  but  this  office  will  bring  consistency  to  the  conduct  of  con- 
solidated examinations  on  behalf  of  all  divisions. 

(Ill)  OFFICE  OF  ENFORCEMENT.  Responsible  for  investigation  and  prosecution  of  al- 
leged violations  of  legal  requirements.  The  substantive  recommendation  of  violative 
conduct  would  require  the  concurrence  of  each  affected  division  and,  unless  other- 
wise determined,  Board  approval  would  be  required  to  prosecute. 

Explanation:  Effective  enforcement  is  crucial  to  effective  financial  regulation.  Still, 
substantive  policy  will  be  made  by  the  FFRS  through  rulemaking  by  the  Board  and 
through  rule  interpretation  by  day-to-day  regulators  rather  than  through  prosecu- 
tion. When  enforcement  is  necessary,  however,  consistency  as  well  as  promptness 
and  effectiveness  of  investigation  and  prosecution  will  be  achieved  via  this  office. 

5.  Self-Regulatory  Organizations.  Under  FFRS  oversight,  direct  market  gov- 
ernance would  be  delegated  to  the  stock,  futures  and  options  exchanges.  Similarly, 
direct  supervision  of  risk-shifting  market  professionals  would  continue  to  be  dele- 
gated to  the  NFA,  and  direct  supervision  of  investment  market  professionals  would 
be  delegated  to  the  NASD  (separated  from  its  present  NASDAQ  governance),  in 
each  case  in  coordination  with  the  states. 

Explanation:  The  repeated  legislative  determination  to  rely,  in  the  securities  and 
futures  markets,  on  self-regulation  for  market  governance  and  for  day-to-day  super- 
vision of  market  professionals  has  proven  to  be  insightful  and  generally  successful 
at  low  systemic  cost.  Reliance  on  Self-Regulatory  Organizations  (SROs)  should  be 
continued  and  expanded  where  appropriate  elsewhere  in  the  federally  regulated  fi- 
nancial arena. 

6.  Adjudication.  A  separate  Article  I  Federal  Financial  Administrative  Court 
would  be  created  to  hear  and  decide  all  FFRS  non-Article  III  civil  enforcement  pro- 
ceedings brought  by  the  Office  of  Enforcement  upon  authorization  by  the  Commis- 
sioners as  a  Board.  Appeal  from  the  decisions  in  those  cases  would  be  to  the  Appel- 
late Division  of  that  Administrative  Court  and  then  to  the  Article  III  Courts  of  Ap- 
peals. 

Explanation:  Both  fairness  and  the  appearance  of  fairness  in  regulatory  prosecu- 
tions call  for  a  separation  between  those  who  "indict"  (in  this  case,  the  Commis- 
sioners of  the  FFRS  authorizing  prosecution  for  alleged  regulatory  violations)  and 
those  who  judge  the  appeal  from  the  initial  adjudicatory  decision  on  that  indict- 
ment. 

7.  Summary.  All  human  institutions  need  to  be  restructured  from  time  to  time. 
The  framework  for  the  current  system  dates  to  the  1930's.  In  the  last  20  years,  U.S. 
financial  services  have  changed,  grown  and  been  challenged  dramatically  in  a  glob- 
al, competitive  environment.  Regulation  has  not  kept  pace  and,  indeed,  has  been  an 
impediment  to  efficiency,  growth,  and  competitiveness.  The  time  to  rationalize  and 
restructure  the  Federal  financial  regulatory  agencies  is  now  so  that  we  may  position 
our  financial  services  industry  for  the  21st  Century.  This  paper  presents  a  Model 
for  doing  so — prudently,  flexibly,  efficiently,  and  "with  recognition  of  the  financial 
system's  economic  role." 

Questions  and  Answers  on  the  CME  Model  for  Financial  Regulation 

Q.  Why  is  the  CME  in  such  a  hurry  on  this  proposal? 

A.  There  is  a  national  mandate  for  change.  President  Clinton  has  commissioned  a 

"National  Performance  Review"  headed  by  Vice  President  Gore  to  look  at  every  facet 
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of  Federal  regulation  with  the  goal  of  reducing  waste,  inefficiency  and  duplication. 
Financial  services  regulation  will  certainly  come  under  review. 

Q.  Why  isn't  this  regulator  under  the  Treasury  Department? 

A.  This  proposal  looks  to  a  separate  cabinet  level  position  because  Treasury  should 
focus  on  fiscal  policy  and  the  collection  of  taxes.  Treasury's  primary  focus  might  con- 
flict with  regulation.  We  don't  think  you  want  the  issuer  of  government  debt  also 
making  the  rules  for  trading  that  debt. 

Q.  Then  why  not  an  independent  agency  like  the  SEC  or  CFTC  are  now? 

A.  The  CME  proposal  suggested  a  cabinet  level  position  to  ensure  responsiveness 
and  accountability.  However,  if  in  the  views  of  experts  an  independent  agency  would 
be  better,  we  believe  that  could  work  also.  The  key  objective  is  efficient,  consistent 
regulation  that  will  keep  U.S.  financial  services  competitive  in  a  global  economy. 
Whether  the  proposed  structure  is  a  cabinet  level  post  or  an  independent  agency, 
the  proposed  format  meets  the  objective. 

Q.  What  happens  to  the  CFTC  in  all  of  this? 

A.  The  majority  of  the  CFTC's  responsibilities  would  go  to  the  Division  of  Risk -Shift- 
ing Markets.  However,  their  capital  requirements  and  payments  analysis  group 
would  go  to  the  Division  of  Prudential  and  Systemic  Risk,  and  their  regulation  of 
the  CPO's  etc.  would  go  to  the  Division  of  Fiduciaries  and  Pooled  Vehicles.  This  kind 
of  consolidation  guarantees  that  systemic  risk  is  being  handled  in  a  systemic  way 
and  that  all  pools  of  investor  funds  are  treated  comparably. 

Q.  Aren't  you  afraid  that  the  futures  Exchanges  will  be  lost  in  the  shuffle  of  a 

super-regulator? 

A.  No.  The  existence  of  the  Division  of  Risk-Shifting  Markets  insures  that  there  will 

be  a  core  group  of  experienced,  knowledgeable  regulators  that  can  address  the  needs 

of  the  risk  management  industry. 

Q.  Is  this  the  futures  Exchanges'  tactic  to  regulate  swaps? 

A.  The  regulation  of  swaps  is  now  a  hot  topic  of  debate.  Many  in  Congress  and  the 
Federal  Reserve  have  expressed  concern  about  systemic  risks  posed  by  all  OTC 
transactions.  Only  if  there  is  a  major  overhaul  of  Federal  regulation  will  the  swap 
dealers  avoid  fragmented  and  duplicate  regulation.  ISDA  should  welcome  the  oppor- 
tunity-to  participate  in  the  forming  of  much  a  regulator  to  guarantee  that  they  will 
remain  internationally  competitive. 

Q.  Aren't  you  concerned  about  monopoly  regulation  lacking  responsiveness? 

A.  The  structure  proposed  of  Commissioners  who  have  specific  divisional  respon- 
sibilities promotes  competition  within  the  regulator  without  bringing  along  all  the 
extra  baggage  that  multiple,  overlapping  agencies  carry  now.  Having  the  regulator 
be  a  cabinet  level  office  also  promotes  responsiveness. 

Q.  There's  no  reference  here  at  all  to  the  requirement  that  futures  contracts  be  trad- 
ed on  an  exchange.  Is  the  CME  advocating  that  on-exchange  dealers  be  allowed  to 
trade  futures? 

A.  Not  a  chance.  This  is  a  model  for  a  change  in  regulatory  structure,  not  a  model 
for  change  in  substantive  law.  There  are  at  least  100  important  issues  of  sub- 
stantive Taw  that  different  institutions  or  different  markets  would  want  to  have  re- 
viewed during  the  course  of  consideration  of  structural  change.  But  the  one  you 
bring  up  was  just  reviewed  for  three  long  years,  and  Congress  came  to  a  balance 
(on  the  swaps  issue)  that  didn't  make  the  boards  of  trade  ecstatic  but  that  we've 
said  we  can  live  with  so  long  as  we  get  even-handed  treatment  from  the  regulators. 
The  markets,  all  the  market  participants  and  the  public  are  best  served  by  trading 
in  the  pit  or  on  the  floor  or  on  the  screen  with  all  the  regulatory  and  self-regulatory 
and  clearinghouse  protection  that  come  from  exchange  trading.  But  we  too  recognize 
that  there  has  to  be  a  place  in  the  sun  for  individualized,  counterparty -credit-deter- 
mined contracts — and  we  think  there  ought  to  be  incentives  to  standardize  those 
contracts  so  that  they  can  become  exchange-traded  with  exchange-trading  protec- 
tion. 

Q.  Won't  the  Division  of  Investment  Securities  Markets  and  the  Division  of  Risk 
Shifting  Markets  continue  the  SEC/CFTC  jurisdictional  battles?  And,  in  that  con- 
text, haven't  you  just  moved  the  location  of  the  battlefield? 

A.  We  hope  not  and  we  believe  not.  In  any  event,  if  there  is  a  controversy,  it  can 
be  settled  at  the  Board  level,  or  ultimately  at  the  Cabinet  level,  whereas,  today, 
there  is  no  place  where  such  a  controversy  is  settled  promptly  and  effectively. 
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Q.  Isn't  this  just  pie-in-the-sky?  This  can't  happen  politically  (i.e.,  in  Congress)  and 
it  can't  happen  economically  (because  too  many  special-interest  groups  will  oppose). 

A.  No,  you've  got  to  start  somewhere.  The  principles  we've  outlined  are  of  overriding 
importance  to  the  country  and  are  compelling.  Congress  and  the  affected  industries 
must  recognize  these  facts  and  do  what's  right.  (Just  as  President  Clinton  and  the 
Congress  are  having  to  think  about  what's  right  in  connection  with  health  care  and 
deficit  reduction). 

Each  piece  of  the  existing  regulatory  structure  seemed  to  make  sense  when  it  was 
put  in  place — but  the  aggregate  of  all  the  pieces  no  longer  makes  governmental  or 
practical  sense. 

•  The  financial  arena  is  alive,  very  sensitive,  and  ewer-evolving.  The  regulatory 
structure  has  to  be  set  up  to  be  responsive  (rather  than  restrictive  to  market  de- 
velopments). 

•  The  financial  markets  are  interconnected  not  only  by  product  relationships  but  by 
the  speed  of  electronic  information  transmission.  The  regulatory  structure  has  to 
be  set  up  to  be  coordinated  (without  being  stifling). 

•  The  financial  world  is  highly  competitive  both  among  different  types  of  market 
participants  in  the  United  States  and  among  whole  sets  of  market  participants 
across  national  boundaries.  The  regulatory  structure  in  the  United  States  has  to 
be  set  up  to  be  neutral  to  the  competitive  effects  of  its  actions  here  at  home  and 
to  be  alert  to  the  competitive  impact  of  its  actions  internationally. 

So  we  set  out  to  design  a  Federal  financial  regulatory  model  that  would  give  the 
regulators  structural  incentives  to  be  responsive,  coordinated  and  even-handed  in 
the  United  States  and  alert  to  the  international  mobility  of  financial  transactions. 

Q.  Wouldn't  futures  industry  regulation  be  submerged  and  overwhelmed  by  securi- 
ties and  banking  regulation  in  the  member  FFRS? 

A.  No,  each  division  will  act  in  an  operational  context  independently  within  its 
sphere.  Presumably  the  Division  of  Risk  Shifting  Markets  would  maintain  the  basic 
integrity  of  futures-type  regulation;  however,  the  view  here  is  to  provide  substantial 
functional  regulations,  and  if  that  requires  modification  of  futures  industry  regula- 
tion, then  so  be  it.  And,  just  as  the  futures  industry  would  be  adjusting  so  would 
the  securities,  banking,  and  insurance  industries.  We  think  that  the  principle  of  co- 
ordinated, functional  financial  markets  regulation  is  more  important  than  parochial 
industry  concepts. 

Q.  Clearinghouse  functions  would  be  separately  regulated  under  the  Division  of  Pru- 
dential and  Systemic  Risk.  Why? 

A.  Because  of  the  issue  of  systemic  risk  that  is  where  they  belong.  Parochial  inter- 
ests must  give  way  to  the  more  important  safety  of  the  entire  financial  system. 
However,  that  is  not  to  say  that  the  Exchanges  will  have  no  nexus  to  their  clearing- 
houses— of  course,  that  will  continue,  and,  as  to  that  aspect,  will  regulation  emanat- 
ing from  the  Division  of  Risk -Shifting  Markets. 

Q.  Might  the  Risk-Shifting  Division  and  the  Investment  Securities  Division  fuse 
over  time? 

A.  It  depends  on  what  happens  in  the  markets.  If  they  become  screen  markets  or 
if  the  distinctions  currently  extant  disappear,  they  are  likely  to  fuse.  The  model  sets 
no  timetable  nor  does  it  necessarily  predict  a  joining. 

Q.  We  currently  have  no  futures  account  insurance  legislation  or  regulation.  Are  you 
going  to  compel  such  insurance  because  other  similar  financial  institutions  are  in- 
sured? 

A.  No,  each  regulatory  system  should  adapt  those  measures  which  it  needs  to  func- 
tion best.  Futures  insurance  has  not  been  required  in  futures  markets  because  the 
failure  rate  has  been  minimal  and  because  the  futures  customer  retail  base  is  so 
small  and  because  the  futures  margin  and  clearinghouse  system  has  been  so  effec- 
tive. 

Q.  What  do  you  mean  by  "functional  regulation"? 

A.  Functional  regulation  looks  at  what  people  and  institutions  are  doing  rather  than 
at  what  they  are  called.  For  example,  if  a  market  participant  manages  other  peo- 
ple's money,  then  regardless  of  whether  we  call  that  participant  a  bank,  an  invest- 
ment adviser,  a  pension  fund  manager,  a  commodity  trading  advisor,  a  commodity 
pool  operator,  an  insurance  company  a  pension  plan  fiduciary  or  a  broker,  the  ways 
in  which  we  need  to  regulate  or  supervise  that  participant  to  protect  the  person 
whose  money  is  being  managed  are  the  same. 
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Q.  By  consolidating  consumer  protection  within  a  single  division,  do  you  intend  to 
make  consumer  protection  stronger  or  weaker? 

A.  Consumer  protection  is  a  prime  goal  of  all  financial  regulation.  The  Division  of 
Consumer  Protection  will,  for  the  first  time,  result  in  a  Commissioner  being  presi- 
dentially  appointed  specifically  to  be  responsible  for  administering  the  whole  variety 
of  laws  directly  protecting  the  financial  consumer.  In  this  sense,  the  separate  divi- 
sion will  strengthen  consumer  protection.  The  Model  intends,  in  addition,  that  by 
consolidating  consumer  protection  in  one  division,  needless  overlaps  will  be  elimi- 
nated and  the  cost  of  protection  will  be  reduced,  without  a  reduction  in  protection 
itself. 

Q.  Who  would  be  likely  to  staff  the  FFRS? 

A.  The  assumption  is  current  regulators  form  the  affected  agencies,  but  we  would 
hope  that  new  people  would  be  hired  who  would  have  less  provincial  or  jurisdic- 
tional bent  and  who  could  see  the  bigger  picture.  This  would  be  essential  at  the 
Chair,  Commissioner,  General  Counsel,  Chief  Economist,  and  Chief  Accountant 
slots. 

Q.  What  do  you  mean  by  "regulatory  friction"  and  how  will  that  promote  competi- 
tion, innovation,  and  impede  over  regulation? 

A.  Policy  decisions  on  overlap  areas  will  have  to  have  full  Board  approval.  That 
should  keep  the  competitive  edge  in  the  regulatory  process  and  promote  debate,  dis- 
cussion, and  resolution  along  functional  rather  than  jurisdictional  lines. 

Q.  Would  your  plan  repeal  the  Glass-Steagall  Act? 

A.  Not  necessarily.  That  is  a  substantive  law  change  that  would  not  automatically 
be  accomplished  by  changing  the  regulatory  structure.  However,  the  modified  func- 
tional regulatory  structure  would  tend  to  highlight  artificial  barriers  to  beneficial 
competition.  If  Glass-Steagall  is  an  artificial  barrier  rather  than  prudentially  nec- 
essary to  protect  banks  or  the  public,  then  its  eventual  repeal  would  be  one  of  the 
implications  of  the  plan. 

Q.  Does  your  plan  result  in  interstate  banking? 

A.  The  Plan  does  not  change  the  debate  about  interstate  banking.  We  should  note, 
however,  that  the  Plan  is  basically  pro-competition;  therefore  it  has  a  theoretical 
bias  against  artificial  barriers  to  competition. 

Q.  How  can  you  keep  policy  making  out  of  enforcement?  The  very  act  of  bringing 
an  action,  how  it's  tried  and  the  Court  decision  will  set  policy — often  policy  contrary 
to  that  desired  by  the  regulators. 

A.  We  understand  that,  but  to,  the  extend  possible  we  believe  policy  should  not  be 
made  in  an  enforcement  contest — rather,  it  should  be  made  through  an  Administra- 
tive Procedure  Act  process. 

Q.  Do  you  envision  the  continuation  of  quadruple  enforcement  proceedings — crimi- 
nal, civil,  administrative,  and  SRO?  And,  if  so,  isn't  that  highly  unfair? 

A.  We  would  hope  to  minimize  that  type  of  activity;  however,  the  FFRS  would  not 
control  criminal  enforcement.  It  should  seek  to  have  a  single  enforcement  proceeding 
complete  all  financial  regulatory  activities  with  respect  to  the  individuals  and/or  en- 
tities involved. 

Q.  Are  you  advocating  Federalizing  insurance  regulation? 

A.  No,  the  model  would  leave  that  regulation  essentially  in  state  hands;  however, 
where  insurance  companies  provide  comparable  services  to  those  of  banks,  brokers, 
money  manager,  etc.,  regulation  should  be  uniform  and  consistent  and  this  proposal 
would  require  that. 

Q.  Isn't  the  Court  system  you  envision  akin  to  CFTC  reparations  proceedings,  which 
have  been  a  distinct  failure? 

A.  No,  it's  an  independent  financial  judiciary  which  will  have  expertise  in  the  finan- 
cial services  area.  It  should  seek  to  provide  prompt  and  efficient  dispute  resolution 
procedures. 

Q.  Would  your  Plan  do  away  with  the  dual  banking  system? 

A.  No.  It  would  not  change  the  existing  chartering  authority  of  the  states,  nor  would 

it  change  the  level  of  Federal  oversight  of  state-chartered  banks. 

Q.  Are  you  advocating  Federal  preemption  of  state  regulation,  i.e.,  the  Blue  sky 
laws? 
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A.  The  model  proposes  to  both  enhance  state  regulation,  as  in  the  consumer  protec- 
tion area,  and  reduce  it,  as  in  the  dual  registration  process.  We  believe  that  states 
will  have  a  greater  role  in  the  protection  oftheir  citizens  in  the  sales  practice  areas. 

Q.  Will  the  Office  of  Examiners  act  like  bank  examiners  or  SEC  examiners? 

A.  They  will  combine  the  activities  of  each  and  appropriately  examine  each  entity 
in  the  context  of  the  activity  performed  by  that  entity. 

Q.  Would  your  plan  provide  the  kind  of  regulatory  relief  that  the  banking  industry 
has  been  seeking? 

A.  Only  to  a  limited  extent.  It  would  provide  relief  from  multiple  examinations  and 
inconsistent  standards.  It  would  make  the  regulators  accountable  to  the  executive 
branch  and  therefore  more  responsive  to  concerns  about  banks'  role  in  the  economy. 
But  it  would  not  roll  back  the  safety  and  soundness  and  consumer  disclosure  laws. 

Q.  In  your  scheme  who  is  responsible  for  making  sure  we  don't  have  another  bank- 
ing crisis?  The  responsibility  for  banks  looks  awfully  diffused. 

A.  Within  the  FFRS,  responsibility  for  making  sure  we  don't  have  another  banking 
crisis  rests  squarely  with  the  Division  of  Prudential  and  Systemic  Risk.  It  sets  cap- 
ital standards.  It  sets  standards  for  transactions  with  affiliates.  It  sets  standards 
for  the  risks  that  banks  can  take.  The  Commissioners  of  the  FFRS  share  that  re- 
sponsibility as  the  rule-making  body,  but  the  operation  responsibility  is  clear. 

Q.  Would  your  Plan  change  existing  bank  holding  company  regulation? 
A.  The  Plan  would  not  alter  bank  holding  company  regulation,  although  that  regula- 
tion would  move  from  the  FRB  to  the  new  FFRS,  primarily  in  the  Division  of  Bank- 
ing and  Insurance.  By  putting  bank  holding  company  regulation  in  that  division 
rather  than  in  the  division  responsible  for  overall  risk  management  within  the  fi- 
nancial system,  we  have  made  an  implicit  judgment  that  bank  nolding  company  reg- 
ulation, aside  from  the  regulation  of  transactions  between  the  bank  and  its  affili- 
ates, is  not  essentially  a  risk  management  issue.  If  that  becomes  a  shared  observa- 
tion, it  may  lead  to  changes  in  holding  company  law. 

Q.  Why  isn't  the  FDIC  left  as  a  separate  independent  agency? 

A.  We  have  constructed  the  FFRS  to  provide  maximum  accountability  to  the  voters 
and  taxpayers  for  the  consequences  of  regulatory  policy.  Leaving  the  FDIC  outside 
the  structure  would  permit  finger-pointing  back  and  forth  when  things  go  wrong. 
In  addition,  leaving  the  FDIC  outside  the  structure  would  deprive  it  of  a  strong 
voice  at  the  Board  table  to  defend  the  interests  of  the  insurance  fund. 

Q.  Will  the  8  FFRS  Commissioners,  other  than  the  Chair,  be  co-equal? 
A.  Yes,  and  they  will  function  together  where  their  areas  of  concern  overlap — thus, 
leading  to  a  consistent,  coordinated  Federal  financial  services  policy.  But  they  would 
function  independently  in  the  implementation  of  policy. 

Q.  Wouldn't  the  Chair  become  a  virtual  Tsar? 

A.  No,  our  model  is  the  Joint  Chiefs  of  Staff— first  among  equals,  who  would  colle- 
gially  coordinate  policy. 

Q.  Won't  the  General  Counsel's  office,  Office  of  Chief  Economist,  etc.  become  the 
captive  of  the  Chair  and  thereby  not  really  perform  a  cross-divisional  function? 

A.  The  Chair  and  the  Commissioners  must  strive  to  prevent  that.  Those  offices  must 
perform  cross-divisional  functions  to  operate  at  maximum  efficiency. 

STATEMENT  OF  JOSEPH  HARDIMAN 

President  and  Chief  Executive  Officer 

National  Association  of  Securities  Dealers 

Joseph  Hardiman,  President  and  Chief  Executive  Officer  of  the  National  Associa- 
tion of  Securities  Dealers  (NASD),  submits  this  statement  to  the  Senate  Securities 
Subcommittee  for  the  record  of  its  May  20  hearing  on  the  securities  and  financial 
markets.  Mr.  Hardiman  regrets  that,  because  of  a  long  standing  obligation,  he  is 
unable  to  accept  the  Subcommittee's  invitation  to  testify,  and  looks  forward  to  the 
opportunity  to  testify  before  the  Subcommittee  again  in  the  future. 

The  NASD  welcomes  this  opportunity  to  submit  its  views  on  the  major  issues  fac- 
ing Congress  and  the  Administration  in  the  securities  and  broader  financial  mar- 
kets, especially  as  they  relate  to  capital  formation  and  job  creation,  technology,  the 
blurring  of  the  distinction  between  securities  and  other  financial  markets, 
globalization,  and  the  growth  of  risk  shifting  and  customized  financial  products. 
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This  statement  will  discuss  these  issues  and  explore  trends  in  trading  and  tech- 
nology that  are  most  likely  to  determine  the  future  structure  of  U.S.  securities  mar- 
kets, and  the  fairness,  efficiency  and  stability  of  those  markets. 

This  hearing  is  particularly  important  because  of  the  enormous  positive  resource 
this  nation  has  in  its  securities  markets,  both  debt  and  equity,  and  the  system  of 
regulation,  with  its  self-regulatory  foundation,  that  has  helped  make  these  markets 
an  essential  engine  of  capital-raising  for  U.S.  companies. 

In  point  of  fact,  U.S.  securities  markets  are  the  deepest  and  most  liquid  in  the 
world.  They  offer  a  globe  starved  for  capital  a  great  reservoir  of  opportunity  to  fi- 
nance growth.  Furthermore,  the  NASD  believes  that  our  markets  are  the  best  and 
most  thoroughly  regulated  in  the  world.  Large  and  small  investors  alike,  domestic 
and  international,  have  confidence  in  our  markets,  as  evidenced  by  the  unparalleled 
levels  of  participation  in  those  markets.  In  turn,  those  participation  levels  provide 
the  market  liquidity  that  increases  the  opportunity  and  reduces  the  cost  01  issues 
of  all  sizes  raising  capital  in  the  United  States. 

I.  Introduction 

The  NASD  is  a  self-regulatory  organization  registered  with  the  Securities  and  Ex- 
change Commission  (SEC)  as  a  national  securities  association  under  the  Securities 
Exchange  Act  of  1934.  The  NASD  is  the  only  association  so  registered.  The  NASD 
also  owns  and  operates  the  National  Association  of  Securities  Dealers  Automated 
Quotation  System,  or  NASDAQ,  which  is  the  second  largest  securities  market  in  the 
world  as  measured  by  dollar  volume.  The  NASD  is  charged  with  the  responsibility 
of  regulating  the  over-the-counter  securities  markets,  both  debt  and  equity,  and  the 
regulation  and  operation  of  the  NASDAQ  system. 

A.  NASD  Regulation 

The  NASD  has  5,200  broker-dealer  members  employing  460,000  registered  sales 
persons  and  principals.  The  scope  of  the  NASD's  regulatory  jurisdiction  extends  to 
all  such  members  and  their  associated  persons.  While  the  2,830  staff  of  the  SEC 
and  the  roughly  half  that  number  of  state  securities  regulatory  staff  must  deal  with 
all  aspects  of  securities  regulation,  the  2,000  person  staff  of  the  NASD  focuses  on 
regulation  of  its  members  and  the  operation  of  NASDAQ  and  the  over-the-counter 
securities  markets.  Through  close  cooperation  with  Federal  and  state  regulators, 
overlap  and  duplication  is  minimized,  freeing  governmental  resources  for  securities 
regulation  to  be  focused  on  other  areas. 

The  NASD  carries  out  its  examination,  disciplinary,  and  other  regulatory  respon- 
sibilities through  its  Washington  headquarters  and  11  District  Offices  located  in 
major  cities  throughout  the  country.  In  addition  to  disciplinary  committees  that 
work  with  each  District  Office,  the  NASD  has  a  national  Market  Surveillance  Com- 
mittee that  deals  specifically  with  market  and  trading  related  issues.  A  committee 
of  the  NASD  Board  of  Governors,  the  National  Business  Conduct  Committee,  re- 
views as  an  appellate  body  the  disciplinary  activities  of  the  District  Business  Con- 
duct Committees  and  the  Market  Surveillance  Committee,  and  seeks  uniformity  in 
disciplinary  actions.  Final  NASD  disciplinary  actions  can  be  appealed  to  the  SEC 
and  then  to  the  United  States  Courts  of  Appeals. 

The  NASD  is  governed  by  a  29  member  Board  of  Governors  drawn  from  its  mem- 
bership, leaders  of  industry  and  academia,  executives  of  NASDAQ  companies,  and 
the  public.  The  Board,  through  a  series  of  standing  and  select  committees,  monitors 
trends  in  the  industry  and  promulgates  rules,  guidelines,  and  policies  that  it  deems 
necessary  to  protect  investors  and  the  markets. 

B.  The  NASDAQ  Stock  Market  and  Capital  Formation 

The  NASDAQ  Stock  Market  is  a  highly  visible  computer  screen-based  market  that 
operates,  unlike  an  exchange,  without  a  trading  floor.  It  lists  the  securities  of  4,100 
domestic  and  foreign  companies,  more  than  all  other  U.S.  stock  markets  combined; 
its  share  volume  has  increased  by  more  than  400  percent  in  the  last  ten  years,  and 
it  now  accounts  for  approximately  45  percent  of  all  the  equity  share  volume  that 
takes  place  in  the  U.S.  each  day.  The  companies  listing  their  securities  on  NASDAQ 
run  the  full  spectrum  of  U.S.  industries,  from  a  substantial  number  of  young  inno- 
vative corporations  that  make  up  the  new  and  emerging  industries  to  many  sea- 
soned companies  operating  in  well-established  sectors  of  the  economy.  The  typical 
NASDAQ  company  has  more  than  $54  million  in  assets  and  $240  million  in  annual 
revenues.  The  NASDAQ  family  of  companies  includes  many  well-known  names  such 
as  Apple  Computer,  Intel,  MCI,  Microsoft,  T.  Rowe  Price,  Sun  Microsystems, 
Amgen,  Adolph  Coors,  Ben  &  Jerry's,  U.S.  Healthcare,  Food  Lion,  Octel,  Nord- 
strom's,  Novell,  McCormick  &  Co.,  U.S.  Trust,  NAC,  Southland,  Dollar  General, 
Southtrust,  Northern  Trust,  Autotote,  Lance,  Swift  Transportation,  CAPX,  Boat- 
men's Bancshares  and  LDDS  Communications. 
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The  cornerstone  of  the  NASDAQ  Stock  Market  is  its  network  of  competing  market 
makers  linked  together  electronically  by  central  computers  located  in  Trumbull, 
Connecticut.  There  are  more  than  470  market  makers  located  in  38  states,  the  Dis- 
trict of  Columbia,  and  the  United  Kingdom.  Market  makers  openly  compete  for  in- 
vestor orders  by  entering  prices  at  which  they  are  willing  to  buy  and  sell  securities 
over  the  highly  visible  international  network  of  NASDAQ  trading  terminals.  With 
an  average  of  more  than  eleven  market  makers  per  NASDAQ  security,  this  competi- 
tion works  to  benefit  investors  and  companies  in  a  number  of  ways  by  providing  li- 
quidity, large  commitments  of  capital  for  market  making,  efficient  pricing,  and  a 
market  capacity  to  absorb  large  increases  in  volume  without  the  trading  halts  that 
are  common  to  exchanges. 

With  respect  to  its  equity  markets,  America  is  unique  in  that  it  affords  not  one 
but  a  number  of  primary  markets  to  which  the  growing  company  can  turn  to  finance 
growth  and  the  investor  can  shop  for  opportunity.  The  two  largest  markets  in  the 
U.S.  are  the  New  York  Stock  Exchange  (NYSE)  and  the  NASDAQ  Stock  Market. 
In  terms  of  dollar  value  of  trading,  they  are  the  two  largest  markets  in  the  world. 
These  markets  are  extremely  efficient  and  share  a  virtually  identical  regulatory 
framework  that  ensures  a  high  level  of  investor  protection. 

There  is  healthy  competition  between  these  markets.  In  the  U.S.,  the  company 
looking  to  go  public  has  a  choice  of  where  to  reside  and  can  further  choose  from 
among  two  trading  environments:  the  screen-based  environment  of  competing  mar- 
ket-makers employed  by  the  NASDAQ  Stock  Market,  and  the  floor-based  auction 
market  of  the  exchanges.  Whereas  in  the  past,  a  young  company  often  would  list 
first  on  NASDAQ  then  move  to  the  NYSE,  significant  quality  of  market  improve- 
ments and  the  proven  merits  of  NASDAQ's  technology  combined  with  the  competi- 
tive advantages  of  NASDAQ's  market-maker  support  have  given  public  companies 
of  all  sizes  a  viable  alternative  to  exchange  markets.  Instead  of  moving  on  as  they 
mature,  companies  such  as  Apple,  Intel,  MCI,  Microsoft,  Amgen — in  all  more  than 
100  companies  larger  than  a  billion  dollars — have  chosen  to  remain  on  NASDAQ. 

What  sets  NASDAQ  apart  in  terms  of  companies  is  the  high  concentration  in  the 
industries  of  tomorrow — from  telecommunications  to  biotechnology  to  environmental 
services  to  the  computer  and  data  processing  industries.  Just  as  NASDAQ  tech- 
nology represents  the  wave  of  the  future  in  terms  of  stock  trading,  its  companies 
represent  the  economic  wave  of  the  future.  What  NASDAQ  contributes  to  those  com- 
panies through  its  over  400  competitive  dealers  is  a  secondary  market  unsurpassed 
in  efficiency  and  liquidity.  The  quality  of  the  NASDAQ  market  assures  that  existing 
shareholders  are  able  quickly  and  with  low  transaction  costs  to  buy  and  sell  the 
shares  of  those  companies.  Moreover,  the  investor  confidence  resulting  from  strong, 
efficient  and  well  regulated  markets  fundamentally  contributes  to  the  ability  of 
NASDAQ  companies  to  use  additional  equity  capital. 

The  real  winner  of  the  capital-raising  process  is  America  itself.  Evidence  indicates 
that  tapping  America's  equity  markets,  NASDAQ  in  particular,  does  more  than 
raise  capital;  it  fuels  growth  in  the  economy  as  a  whole.  Researchers  at  the  State 
University  of  New  York  at  Stony  Brook  studied  426  initial  public  offerings  in  the 
NASDAQ  Stock  Market.  Initial  Public  Offerings  (D?0)  firms  studied  increased  their 
employment  by  an  average  annual  rate  of  29.7  percent.  During  the  same  period,  em- 
ployment across  the  various  industry  groups  of  which  the  IPO's  were  a  part  declined 
by  more  than  6  percent  per  year. 

NASDAQ  IPO  revenues  and  total  assets  also  grew  faster  than  the  aggregate  in- 
dustry pool.  IPO's  increased  their  sales  at  an  average  annual  rate  of  almost  35  per- 
cent— compared  with  about  9  percent  for  industry  as  a  whole.  Moreover,  NASDAQ 
IPO's  generated  working  capital  at  a  rate  nearly  17  percent  times  faster  than  indus- 
try in  general.  IPO  firms  increased  their  net  fixed  assets,  capital  spending,  and  cap- 
ital investment  far  faster  than  industry  averages.  In  short,  the  primary  mid-size 
NASDAQ  firms  showed  a  remarkable  ability  to  convert  new  capital  into  increases 
in  more  jobs,  greater  investment  and  increased  productivity. 

The  challenge  for  the  future  is  to  build  upon  the  successes  of  this  unique  capital- 
raising  environment,  allowing  it  to  meet  the  competitive  demands  of  the  future  and 
a  new  age  of  securities  trading  and  investing. 

II.  Key  Market  Trends 

You  have  asked  for  our  views  on  market  developments  into  the  next  century.  We 
believe  there  are  at  least  three  major  trends  changing  securities  markets  in  the  U.S. 
and  around  the  world:  automation,  institutionalization,  and  internationalization. 
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A.  Automation 

The  most  pervasive  trend  in  securities  markets  today  is  the  growing  utilization 
of  computer  and  telecommunication  technology.  Markets  increasingly  are  moving  to 
a  highly  automated,  screen-based  environment,  which  offers  several  key  advantages: 

•  One  is  a  decentralized  trading  arena  that  allows  trading  to  take  place  literally 
anywhere  in  the  world — at  any  time. 

•  A  second  advantage  of  screen-based  markets  is  that  they  permit  the  number  of 
participants  to  be  expanded  to  virtually  any  economically  feasible  number. 

•  A  third  is  that  market  participants  are  able  to  work  with  equivalent  information 
and  have  equivalent  access  to  the  market  when  they  are  executing  trades,  regard- 
less of  geographic  location. 

•  Yet  another  advantage  is  the  ability  to  regulate  this  electronic  environment.  New 
computerized  systems  have  significantly  shortened  the  time  it  takes  to  inves- 
tigate, analyze,  and  respond  to  unusual  trading  activity.  It  is  also  much  easier  to 
share  trading  information  between  markets — domestic  and  international — that  en- 
hances regulation  and  investor  protection  worldwide. 

These  advantages  help  explain  why  markets  around  the  world  are  moving  in  a 
screen-based  direction.  Of  the  22  leading  world  stock  markets,  13  are  screen-based 
and  only  9  are  floor-based.  Five  years  ago,  it  was  just  the  reverse.  By  the  end  of 
the  decade,  it  is  likely  that  there  will  be  less  than  a  handful  of  floor-based  markets. 

The  implications  of  technology  advancements,  however,  go  far  beyond  develop- 
ments in  the  organized  markets.  Firms  utilize  technology  in  every  aspect  of  their 
trading  activities.  From  analytics  that  help  identify  trading  opportunities  through- 
out the  world  to  electronic  networks  that  help  them  more  effectively  bring  institu- 
tional buyers  and  sellers  together,  technology  fundamentally  contributes  to  firms 
ability  to  serve  their  customers. 

Technology  has  also  spawned  market-like  mechanisms,  such  as  proprietary  trad- 
ing systems.  These  systems  have  been  developed  for  specialized  customers  and  in 
response  to  specialized  needs,  such  as  the  Instinet  system  to  accommodate  institu- 
tional participation,  the  crossing  systems  run  by  Instinet  and  Jeffries  ("POSIT"), 
and  the  system  to  trade  options  on  Federal  Government  securities  run  by  Delta 
Government  Options.  The  Wunsch  System,  now  operated  as  the  Arizona  Stock  Ex- 
change, also  provides  "niche"  services  for  participants  interested  in  single  price  auc- 
tions in  corporate  equity  securities.  We  believe  that  these  systems  are  responding 
to  legitimate  needs  of  institutional  investors  for  alternative  trading  strategies.  There 
is,  however,  a  need  for  these  systems  to  be  integrated  into  the  regulatory  scheme. 

Only  through  using  advanced  technology  will  markets  be  able  to  compete  effec- 
tively. Technology  is  a  key  part  of  the  competitive  arsenal  of  organized  markets  and 
alternative  trading  systems.  Not  only  does  it  provide  the  capacity  required  by  in- 
creasing volumes  of  trading — it  also  generates  new  services  that  offer  the  order 
routing,  low-cost  execution,  and  efficient  clearing  and  settlement  systems  that  issu- 
ers and  investors  demand. 

B.  Institutionalization 

The  institutionalization  of  securities  markets  that  began  in  the  late  sixties  and 
gained  increasing  momentum  in  the  eighties  has  become  a  permanent  part  of  our 
securities  markets.  Institutions  today  hold  enormous  amounts  of  stock.  During  the 
1980's  mutual  fund  assets  alone  increased  by  ten  times,  to  $1  trillion  (and  now  to- 
tals $1.7  trillion).  Ownership  of  funds  from  1980  to  1990  grew  from  6  percent  of  U.S. 
households  to  25  percent,  with  almost  one  new  mutual  fund  introduced  every  work- 
ing day  during  that  period.  During  that  same  period  private  pension  fund  holdings 
increased  from  $470  billion  to  $1.5  trillion  and  now  total  $2.3  trillion.  These  institu- 
tions pursue  investment  strategies  that  range  from  value  investing  (looking  for  indi- 
vidual stocks  that  will  out-perform  the  market)  to  indexing  (seeking  to  match  the 
performance  of  a  broad  market  index).  The  rise  of  index  strategies,  with  its  empha- 
sis on  transaction  costs  and  its  de-emphasis  on  individual  stock  selection,  has  been 
and  will  continue  to  be  one  of  the  chief  causes  of  the  emergence  of  alternative  trad- 
ing systems. 

Institutions  are  increasingly  dominating  trading  activity  in  world  markets.  In 
those  mature  markets  like  the  U.K.,  Europe,  and  Japan  where  institutional  partici- 
pation has  traditionally  been  strong,  institutions  continue  to  dominate  trading  activ- 
ity. Currently  in  the  U.K.,  80  percent  of  the  market  value  is  institutional,  20  per- 
cent individual.  In  Japan,  institutions  account  for  73  percent  of  market  value.  Euro- 
pean, Canadian,  and  Australian  markets  follow  suit  in  being  dominated  by  institu- 
tions. 

The  emerging  Asian  markets,  on  the  other  hand — such  as  Korea,  Taiwan,  Singa- 
pore, and  Thailand — while  currently  dominated  by  individuals — are  seeing  growing 
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participation  by  institutions,  as  their  growth  rates  continue  to  exceed  those  of  ma- 
ture economies. 

In  the  U.S.  markets  we  are  fortunate  to  enjoy  uniquely  high  levels  of  individual 
investment.  Nevertheless,  the  growth  of  institutional  trading  fundamentally  defines 
our  market,  as  well.  The  NASDAQ  Stock  Market  is  representative  of  the  trend:  five 
years  ago,  institutions  accounted  for  28  percent  of  the  market  value  of  the  NASDAQ 
National  Market.  Today,  they  account  for  46  percent.  A  good  deal  of  this  increase 
has  come  from  increased  participation  by  mutual  funds,  which  offer  investors  an  ef- 
ficient, cost-effective  diversification  of  funds  that  allows  them  to  spread  their  risk, 
while  at  the  same  time  take  advantage  of  the  superior  investment  returns  that  his- 
torically accompany  investment  in  small-  and  mid-size  growth  companies,  the  major- 
ity of  which  are  found  on  NASDAQ. 

At  the  same  time,  the  nature  of"  institutional  activity  is  also  changing.  With  the 
extraordinary  growth  of  mutual  funds  and  the  increasing  popularity  of  corporate  de- 
fined contribution  and  401k  plans,  individuals  are  actively  involved  in  investment 
decision  making.  Finally,  the  1990's  have  witnessed  a  reinvigoration  of  direct  stock 
investment  by  individual  investors.  This  direct  investment  nas  continued  to  be  a 
critical  driver  of  volume  and  price  movements  in  the  NASDAQ  market.  As  a  result, 
the  U.S.  markets  will  be  maintaining  a  balancing  position,  with  successful  markets 
being  responsive  to  both  institutional  and  individual  investor  constituencies.  This 
balance  will  require  U.S.  markets  to  provide  an  environment  that  both  encourages 
market  making  firms  to  commit  risk  capital  to  institutional  block  positions  and  al- 
lows individual  investors  to  receive  fast  and  efficient  executions.  This  balance  also 
puts  competitive  pressure  on  markets  to  be  fairly  regulated.  All  things  being  equal, 
institutions — and  individuals — will  opt  to  trade  in  a  regulated  environment  that  is 
fair,  rather  than  one  where  regulation  is  lax. 

C.  Internationalization 

Securities  markets  today  are  also  becoming  increasingly  international.  Computer 
and  telecommunications  advances  have  made  international  investing  more  acces- 
sible. There  is  an  increased  willingness  on  the  part  of  investors  to  look  beyond  then- 
shores  for  investment  opportunity.  This  is  certainly  the  case  with  U.S.  investors.  Ac- 
cording to  the  Securities  Industry  Association,  in  1992  U.S.  investors  purchased  a 
net  $51.5  billion  of  foreign  securities — up  ten  percent  from  a  year  earlier.  This  in- 
creased activity  may  be  due  in  part  to  the  current  weakness  in  the  dollar,  but  also 
to  good  performances  turned  in  by  many  overseas  markets — and  reliable  means  of 
tracking  this  performance. 

U.S.  investors  are  not  alone.  Investing  across  domestic  borders  is  on  the  rise 
worldwide.  Cross-border  transactions  in  non-domestic  equities  topped  $1.1  trillion  in 
1991.  This  is  up  from  only  labout  $150  billion  in  1980  and  around  $400  billion  in 
1985.  Current  projections  are  for  that  number  to  reach  $5  trillion  by  the  end  of  the 
decade.  At  the  same  time,  while  cross-border  investing  is  doubling  every  three 
years — cross-border  trading  has  not  developed  as  rapidly. 

Global  competition  among  markets  is  not  yet  as  direct  and  intense  as  competition 
among  domestic  U.S.  markets  and  markets  within  the  same  time  zone — and  for  this 
reason,  the  promise  of  a  continuous  24-hour  trading  environment  for  securities 
today  remains  unfulfilled.  But  this  is  likely  to  change  in  the  not  too  distant  futures. 
Technological  advances  may  eliminate .  distinctions  between  foreign  and  domestic 
competition  to  the  point  where  orders  and  listings  can  and  will  flow  to  any  U.S.  or 
foreign  market  that  offers  investors  and  issuers  an  advantage  in  trading  and  pricing 
services.  For  this  reason,  the  NASD  continues  to  invest  in  and  test  systems  that 
will  allow  us  to  play  a  leading  role  in  such  an  environment. 

Securities  markets  of  the  future  will  be  characterized  by  a  fluid  mix  of  institu- 
tional and  individual  investors  and  issuers  pursuing  a  dynamic  and  constantly 
changing  array  of  issuing,  investing,  and  trading  strategies.  This  will  result  in 
heady  competition  among  markets  and  financial  intermediaries.  It  will  also  pose 
regulatory  challenges.  The  most  successful  regulatory  system  in  this  environment 
will  be  one  that  will  be  able  to  respond  quickly  and  cost-effectively  to  change;  it  will 
be  one  that  of  necessity  will  tap  the  expertise,  concern,  and  financial  support  of 
market  intermediaries  themselves;  it  will  also  be  a  system  that  avoids  futile  and 
indeed  counterproductive  attempts  to  force  issuers,  investors,  and  financial 
intermediaries  into  fixed  market  structures  and  focuses  instead  on  facilitating  fair 
competition  among  transparent  markets. 

HI.  Competition 

In  responding  to  these  three  key  trends,  the  overriding  policy  should  be  to  encour- 
age competition,  which  acts  to  improve  both  the  efficiency  and  quality  of  our  mar- 
kets. The  United  States  securities  markets  are  unique  in  the  world  in  that  they  in- 
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elude  both  dealer  markets,  such  as  NASDAQ,  and  auction  markets,  such  as  the  ex- 
changes. We  believe  that  the  competition  that  results  from  the  availability  of  both 
of  these  modes  is  a  major  strength  of  our  system,  and  provides  unique  opportunities 
for  raising  capital.  Moreover,  the  NASD  believes  that  real  progress  has  been  made 
in  achieving  increased  competition  in  the  markets,  which  was  a  major  objective  of 
the  1975  Securities  Reform  Act  amendments  to  the  Securities  Exchange  Act  of  1934. 
The  rationale  for  the  1975  Act  bias  for  increased  competition  is  even  more  valid 
today  than  it  was  in  1975,  since  it  has  been  clearly  and  repeatedly  demonstrated 
that  competition  is  the  best  means  to  respond  to  investor  demands  by  promoting  in- 
novation, technology,  and  diversity  in  fair  and  efficient  secondary  market  trading 
mechanisms. 

Competition  for  order  flow  improves  markets,  as  shown  by:  (1)  the  innovations 
markets  and  dealers  have  made  as  competition  has  increased;  (2)  the  steady  im- 
provement in  market  quality  measures  as  competition  has  increased,  and  (3)  the  in- 
creased alternatives  to  traditional  markets,  such  as  proprietary  trading  systems. 
Competition  has  led  to  significant  innovations  and  service  enhancements  t>y  the  ex- 
changes over  the  past  twenty  years.  Among  the  more  notable  improvements  the  ex- 
changes and  the  third  market  have  implemented  directly  in  response  to  competition 
are: 

•  reductions  in  primary  market  and  regional  exchange  transaction  fees; 

•  elimination  of  odd-lot  differentials; 

•  automation  of  small-order  executions; 

•  enhancements  to  automated  execution  algorithms  that  provide   price  improve- 
ments for  customer  orders; 

•  automation  of  order  routing  processes  and  continuing  enhancements  to  these  proc- 
esses, including  automation  of  program  trade  order  routing; 

•  expansion  of  order  routing  and  execution  capacity; 

•  establishment  of  locked-in  trade  comparison  systems; 

•  creation  of  back-up  trading  and  data  dissemination  systems; 

The  NASD  and  its  members  have  likewise  developed  systems  and  enhancements 
for  trading  securities.  Indeed,  competition  for  order  flow,  along  with  NASDAQ's 
screen  based  environment,  has  been  the  defining  characteristic  of  the  NASDAQ 
market  for  over  twenty  years.  The  dramatic  growth  of  this  market,  in  terms  of 
transaction  volume,  liquidity,  and  depth  of  market  making  commitment  clearly  dem- 
onstrates that  market  quality  increases  as  competition  for  order  flow  increases,  and 
has  resulted  in  improvements  such  as: 

•  a  screen-based  negotiation  and  executions  service  (SelectNet); 

•  a  private  jplacement,  quotation,  and  trade  reporting  service  for  restricted  securi- 
ties (PORTAL); 

•  an  electronic  bulletin  board  for  less  actively  traded  stocks  (OTCBB); 

•  a  European  session  for  the  NASDAQ  international  market; 

•  automated  small-order  executions  (SOES); 

•  expansion  of  order  routing  and  execution  capacity; 

•  establishment  of  locked-in  trade  comparison  systems; 

•  the  only  total  back-up  of  trading  ana  data  dissemination  systems  in  the  industry. 

Competition  for  order  flow  benefits  investors  by  increasing  innovation  in  both  the 
services  that  intermediaries  provide  (including  the  organized  markets)  and  the  man- 
ner in  which  the  markets  price  those  services.  Systems  and  pricing  innovations  dur- 
ing the  past  several  years  are  clear  evidence  that  competition  causes  intermediaries 
to  improve  markets. 

Recent  empirical  evidence  shows  that  competition  for  order  flow  has  improved 
market  quality.  For  example,  spreads  in  NYSE-listed  stocks  narrow  as  competition 
for  order  flow  increases.1  Recent  analyses  have  confirmed  an  earlier  study  that 
spreads  in  stocks  were  significantly  narrower  when  multiple  market  competition 
was  present.  Execution  costs  also  have  consistently  declined  as  competition  for  order 
flow  nas  increased.  Further,  the  same  study  finds  that  volatility  is  not  affected  to 
a  statistically  significant  degree  by  multiple  market  competition.  In  sum,  the  prin- 
cipal measures  of  market  quality  and  execution  cost  have  either  improved  or  stayed 
the  same  as  competition  for  order  flow  has  increased. 

This  type  of  market  quality  and  variety  of  services  has  resulted  from  competitive 
pressure  to  capture  order  flow.  No  rules  or  legislation  were  necessary  to  force  this 
to  occur.  In  a  free  and  open  market — especially  one  like  the  U.S.  market,  with  both 


1See  Wood  and  Mclnish  "Competition,  Dispersion  of  Trading  and  Market  Performance"  (Octo- 
ber, 1992);  Wood  and  Mclnish,  "Effects  of  NYSE  Rule  390  on  Spreads,  Premiums  and  Volatility," 
(October,  1992),  See  also  Cohen  and  Conroy,  "An  Empirical  Study  of  the  Effect  of  Rule  19c-3," 
Journal  of  Law  and  Economics,  (April,  1990). 
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dealer  and  auction  models  operating — competition  will  force  participants  to  provide 
quality  executions  and  services  to  capture  investors  orders.  Where  there  is  a  dem- 
onstrated problem,  rules  are  necessary,  but  in  the  absence  of  abuse,  competition  has 
been  the  key  catalyst  for  innovation  and  improved  quality  of  markets. 

IV.  Self-Regulation 

Equally  critical  in  responding  to  these  three  major  trends  is  maintaining  an  envi- 
ronment that  provides  for  investor  protection  through  self-regulation.  One  of  the  de- 
fining characteristics  that  has  led  to  the  excellence  of  the  U.S.  securities  markets 
is  its  reliance  on  self-regulation.  The  U.S.  system  of  self-regulation  continues  to  be 
the  best  regulatory  framework  for  fair  and  efficient  operations  of  our  own  markets. 
Self-regulation  in  the  U.S.  has  gone  hand  in  hand  with  market  innovation.  During 
the  flurry  of  market  activity  over  the  past  few  years,  the  NASD  never  relaxed  its 
hold  on  self-regulation.  In  the  past  decade,  the  NASD  has  established  an  equity 
audit  trail  for  NASDAQ  securities;  began  short-sale  regulation  of  NASDAQ  securi- 
ties; assumed  regulatory  responsibility  for  firms  dealing  in  government  securities; 
instituted  trading  halts  when  companies  release  material  news;  and  expanded  dis- 
closure to  investors  of  the  employment,  qualifications,  and  disciplinary  nistories  of 
registered  representatives  and  member  firms. 

The  Federation  Internationale  des  Bourses  de  Valeurs,  after  completing  an  in- 
depth  look  at  self-regulation  in  securities  markets,  stated: 

"It  is  recognized  that  a  governmental  oversight  role  is  important,  and  in  some 
areas,  the  necessity.  However,  regulatory  actions,  insofar  as  possible,  should  be 
undertaken  through  the  self-regulatory  process.  Self-regulation  is  responsive  to 
customer  and  user  needs  while  recognizing  and  being  responsive  to  competitive 
factors.  Self-regulatory  organizations  bring  to  the  regulatory  process  the  exper- 
tise, business  sense  and  technical  knowledge  which  is  necessary  to  assure  that 
regulatory  intervention  is  'market  driven'  and  takes  the  form  least  disruptive 
to  market  efficiency." 

We  believe  that  as  the  Senate  and  this  Subcommittee  examine  the  future  trends 
effecting  the  securities  markets  as  well  as  particular  legislative  proposals  relating 
to  government  securities  and  investment  advisers  (S.  422,  the  Government  Securi- 
ties Act  Amendments  of  1993,  and  S.  423,  the  Investment  Advisers  Oversight  Act 
of  1993)  that  are  before  it  this  year,  it  should  look  to  self-regulation  to  deal  with 
the  areas  where  market  forces  and  competition  are  not  sufficient  to  insure  fair  and 
effective  markets.  In  this  manner,  the  markets  will  be  regulated  utilizing  the  exper- 
tise and  resources  of  the  industry  and  avoid  the  use  of  taxpayer  dollars. 

V.  Impact  and  Growth  of  Over  the  Counter  Derivatives 

The  Subcommittee's  letter  announcing  this  hearing  noted  the  profound  effect  de- 
rivative products  are  having  on  the  financial  markets.  The  technological  advance- 
ments and  competitive  pressures  noted  above  also  have  been  important  catalysts  for 
the  tremendous  growth  experienced  in  the  derivative  markets  over  the  past  decade. 
When  one  looks  at  the  wide  array  of  financial  products  that  currently  are  available 
to  investors,  it  is  hard  to  believe  that  the  first  stock  index  future  commenced  trad- 
ing just  eleven  years  ago.  But  perhaps  nowhere  are  the  innovative  and  creative  in- 
fluences in  today's  market  more  evident  than  in  the  burgeoning  market  for  over- 
the-counter  ("OTC")  derivatives. 

Fueled  by  the  demands  of  sophisticated  investors  to  obtain  tailor-made  positions 
with  respect  to  exposure  to  fluctuations  in  the  prices  of  stocks,  commodities,  cur- 
rencies, and  bonds,  a  sizable  market  has  developed  for  a  host  of  highly  sophisti- 
cated, customized  financial  instruments.  Through  OTC  derivatives,  investors  can 
create  hedges  that  match  their  portfolios  better,  businesses  can  minimize  the  ancil- 
lary risks  in  their  commercial  transactions,  and  market  participants  can  quickly  ob- 
tain or  liquidate  broad  market  exposure  at  lower  costs  and  less  market  impact.  In 
essence,  the  possibilities  for  the  uses  and  attributes  of  OTC  derivatives  are  as  limit- 
less as  the  ingenuity  and  creativity  of  market  participants. 

While  the  flexibility  inherent  in  OTC  derivatives  provides  significant  risk  manage- 
ment and  investment  benefits  to  those  individual  parties  entering  into  specific  OTC 
transactions,  it  is  critical  that  market  participants  and  regulators  monitor,  evaluate 
and  respond  to  the  potential  risks  posed  by  this  booming  market  so  that  the  integ- 
rity and  stability  of  the  market  as  a  whole  area  not  jeopardized.  In  regulating  the 
OTC  market,  it  is  also  critical  that  regulators  seek  to  obtain  desired  regulatory  ob- 
jectives without  unnecessarily  impeding  new  product  innovation. 

There  are  principally  two  concerns  arguably  created  by  the  OTC  derivatives  mar- 
ket: (1)  solvency  risks  posed  to  large  financial  intermediaries  and  (2)  systemic  risks 
of  market  destabilization.  In  the  OTC  market,  banks,  broker-dealers,  and,  in  some 
cases,    affiliates   and  holding  companies  of  broker-dealers,   function   as   financial 
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intermediaries  to  provide  liquidity  to  the  market.  In  this  capacity,  broker-dealers 
and  banks  typically  will  attempt  to  create  "matched  books"  where  OTC  derivatives 
are  either  offset  by  other  reciprocal  OTC  derivatives  or  "dynamically"  hedged 
through  a  combination  of  exchange -traded  instruments  and  OTC  products. 

By  maintaining  these  derivative  books,  broker-dealers  assume  four  types  of  risk 
that  can  have  a  dramatic  impact  on  their  solvency.  First,  the  broker  assumes  the 
credit  risk  of  counterparty  non-performance.  As  positions  become  more  profitable, 
there  is  a  risk  that  the  other  side  will  walk  away  from  the  trade  or  go  Dankrupt. 
Second,  the  broker  assumes  the  market  risk  of  adverse  price  movements  in  the  in- 
struments underlying  the  derivative.  Third,  the  broker  assumes  the  risk  that  his 
computers  may  have  mispriced  the  derivatives,  causing  losses  due  to  hedging  errors. 
Fourth,  the  broker  assumes  the  liquidity  risk  that  OTC  positions  cannot  be  offset 
or  replaced  in  a  timely  manner  at  prevailing  prices.  Collectively,  these  risks  under- 
line the  needs  of  firms  to  understand  fully  the  transactions  they  enter  into  and  the 
credit  worthiness  of  their  counterparties. 

In  our  oversight  role  as  a  financial  regulator,  we  have  found  that  the  firms  ac- 
tively involved  in  the  OTC  derivatives  market  are  responsibly  addressing  the  credit 
market  and  operational  risks  discussed  above.  Nevertheless,  as  additional  broker- 
dealers  and  banks  enter  this  growing  business  it  is  appropriate  for  all  financial  reg- 
ulators to  be  concerned  that  the  appropriate  internal  controls  are  implemented.  It 
is  imperative  that  broker-dealers  and  banks,  among  other  things,  constantly  mon- 
itor their  aggregate  market  exposure  across  all  OTC  and  listed  positions,  employ 
meaningful  risk  control  systems,  and  frequently  engage  in  counterparty  risk  assess- 
ment. As  with  most  activities  of  brokers-dealers  and  banks,  the  sell-interest  of  these 
entities  to  achieve  continued  monetary  success  and  competitive  superiority  should 
result  in  more  prudence  than  can  be  achieved  through  regulation.  It  is  also  equally 
important,  however,  that  regulators  be  in  a  position  to  determine  quickly  if  market 
participants  are  fast  approaching  a  serious  problem  and,  if  necessary,  take  appro- 
priate remedial  actions. 

In  fact,  the  recent  activities  of  the  SEC  illustrate  a  perfect  example  of  a  reason- 
able and  prudent  way  to  regulate  the  OTC  derivative  market.  First,  through  its  re- 
cently adopted  risk-assessment  rules,  the  SEC  now  has  the  authority  to  obtain  in- 
formation on  the  activities  of  unregistered  affiliates  of  registered  broker-dealers. 
These  risk  assessment  rules  require,  among  other  things,  that  registered  broker- 
dealers  report  data  concerning  off-balance  sheet  information  for  material  affiliates. 
With  this  data,  the  SEC  will  be  in  a  better  position  to  understand  and  know  the 
size,  scope,  and  nature  of  the  OTC  derivative  market  and  monitor  the  effects  of  OTC 
derivative  activities  by  unregistered  affiliates  of  broker-dealers  on  registered  broker- 
dealers.  In  addition,  just  this  month  the  SEC  issued  a  concept  release  exploring 
whether  the  Commission's  Net  Capital  Rule  should  be  modified  in  light  of  activities 
in  derivative  products  in  general  and  OTC  derivatives  in  particular.  Specifically,  one 
of  the  approaches  outlined  by  the  Commission  would  be  to  modify  the  Net  Capital 
Rule  to  more  accurately  reflect  the  credit  and  market  risks  associated  with  deriva- 
tive products  in  order  to  reduce  the  incentives  of  broker-dealers  trading  OTC  deriva- 
tives outside  of  the  registered  broker-dealer.  By  keeping  this  activity  in  a  registered 
broker-dealer,  the  SEC  will  be  in  a  better  position  to  monitor  the  market. 

VI.  Blurring  of  Lines  between  Financial  Industries 

One  of  the  major  results  of  the  explosion  in  information  based  technology  and  the 
increase  in  risk-shifting  financial  products  has  been  increased  integration  of  the  var- 
ious segments  of  the  financial  markets.  This  integration  has  occurred  both  in  the 
U.S.  and  the  international  financial  markets.  In  order  to  maintain  a  competitive  po- 
sition, financial  institutions  have  increasingly  been  engaging  in  activities  in  other 
areas  of  the  markets.  Coupled  with  new  and  innovative  risk-shifting  instruments 
that  cross  over  previously  distinct  financial  segments  of  the  market  this  has  re- 
sulted in  a  blurring  of  distinctions  among  the  securities,  futures,  insurance,  and 
banking  segments  of  the  financial  markets.  This  situation  has  brought  into  sharper 
focus  the  questions  of  functional  regulation  as  compared  to  the  traditional  role  of 
institutional  regulators. 

There  are  two  distinct  parts  of  the  functional  regulation  question  on  which  the 
NASD  has  taken  a  consistent  position  for  many  years.  First,  all  securities  activities 
should  be  conducted  through  a  broker  dealer  registered  with  the  Securities  and  Ex- 
change Commission  and  a  member  of  a  self-regulatory  organization.  Consistency  of 
regulation  and  equal  protection  of  the  investing  public  is  essential  for  our  securities 
markets.  In  addition,  different  approaches  by  different  regulators  should  not  result 
in  a  competitive  advantage  for  any  entity  engaged  in  the  securities  business.  To  a 
certain  extent,  the  concept  of  functional  regulation  in  the  securities  markets  has 
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been  followed  in  the  past  but  we  believe  will  be  an  important  issue  as  our  markets 
develop  in  the  future. 

We  would  note  in  this  respect  that  over  the  course  of  the  last  decade,  non-broker 
dealer  financial  institutions,  primarily  banks,  have  increased  their  securities  activi- 
ties as  a  result  of  piecemeal  approval  by  the  banking  regulators.  These  orders  began 
with  retail  customer  activity  and  expanded  to  debt  underwriting,  equity  underwrit- 
ing and  the  most  recent  ruling  by  the  Federal  Reserve,  which  permits  a  bank  to 
engage  in  expanded  activities  in  mutual  funds.  We  believe  that  the  banking  indus- 
try will  continue  to  be  aggressively  competitive  in  their  securities  activities.  While 
we  do  not  oppose  this  bank  activity,  we  believe  that  the  adhoc  manner  in  which  in- 
creased bank  activity  is  approved  is  undesirable.  Accordingly,  we  recommend  that 
the  Senate  and  the  Subcommittee  revisit  the  issue  of  Glass-Steagall  with  a  view  to 
adopting  a  comprehensive  policy  Tor  bank  activity  in  the  securities  business. 

We  also  believe  that  interrelated  products  such  as  stocks  and  stock  index  future 
contracts  should  be  regulated  under  one  system  with  one  regulator.  As  we  have  tes- 
tified before  this  Committee  in  the  past,  the  current  scheme  of  split  regulation  be- 
tween the  SEC  and  CFTC  of  stocks  and  stock  index  futures  leads  directly  and  inevi- 
tably to  hobbled  intermarket  enforcement.  With  two  regulators  each  covering  only 
their  half  of  the  market,  there  is  not  a  practical,  comprehensive  and  continuing 
means  to  detect  and  thus  prevent  fraud  in  transactions  between  these  two  parts  of 
the  market. 

We  recognize  that  some  commentators  have  made  broader  proposals  to  establish 
one  "super'  regulatory  agency.  While  such  proposals  deserve  further  study,  great 
care  should  be  taken  in  moving  forward  in  any  such  reorganization.  Banking  and 
securities  regulation  has  preceded  from  different  premises,  in  part  because  of  dif- 
ferent relationships  with  their  customers  and  different  risks  entailed  in  their  activi- 
ties. Securities  firms  are  severely  restricted  as  to  the  use  they  make  of  customer 
funds  and  securities.  In  contrast,  bank  lending  of  depositary  funds  is  fundamental 
to  their  business.  The  regulatory  schemes  evolving  from  these  differences  must,  to 
some  extent,  differ.  Rather  than  look  to  a  single  financial  regulator,  we  believe  that 
it  is  far  more  desirable  to  focus  regulatory  energies  on  ensuring  a  fair  competitive 
playing  field,  and  ensuring  that  capital  requirements  consistently  address  the  credit 
and  market  risks  of  trading  positions  and  access  for  all  financial  institutions. 

VII.  Conclusion 

In  summary,  securities  markets  of  the  future  will  be  characterized  by  a  fluid  mix 
of  institutional  and  individual  investors  and  issuers  pursuing  a  dynamic  and  con- 
stantly changing  array  of  issuance,  investment  and  trading  strategies,  with  financial 
intermediaries  competing  intensely,  both  domestically  and  globally,  to  meet  these 
investors  diverse  needs  by  providing  a  wide  array  of  innovative  product  and  service 
alternatives.  The  availability  of  product  and  service  alternatives,  both  domestically 
and  globally,  will  serve  as  a  significant  constraint  on  the  ability  of  any  regulator 
to  effectively  mandate  particular  market  structure  requirements. 

The  most  successful  regulatory  system  in  this  environment  will  be  one  that  avoids 
futile  and  indeed  counterproductive  attempts  to  force  issuers,  investors,  and  finan- 
cial intermediaries  into  fixed  market  structures  and  focuses  instead  on  facilitating 
fair  competition  among  transparent  markets.  In  other  words,  the  U.S.  regulatory 
system  will  have  to  possess  the  effectiveness,  flexibility,  and  adaptability  to  permit 
U.S.  product  and  service  providers  to  compete  on  a  global  basis  by  accommodating 
the  diverse  and  constantly  changing  needs  of  issuers  and  investors. 
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